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Overhead Distribution for Cost-Plus Contracts 
By Frank E, Sermpman, C.P.A. 


Since the outbreak of the European war, the cost-plus con- 
tract has come more and more into the limelight in business opera- 
tions. This is accounted for, first, by the rapid rise in labor and 
material costs and, second, by the new products necessary for 
prosecuting the war. Because of the rapid advance both in 
labor and material costs it is impracticable for a manufacturer 
to place a fixed price upon any article with any degree of accu- 
racy or assurance against loss. In fact, those companies which, 
in the early period of the war, made fixed price contracts, have 
rapidly accepted the cost-plus form since, because of the fact 
that they incurred serious losses on their earlier contracts. The 
second factor—that of production of new products, such as 
aeroplanes, guns, etc.—is perhaps the more important cause for 
the advent of the cost-plus contract. Because of the lack of 
experience in producing the new articles necessary to carry on 
the war, no contractor could calculate with any degree of accu- 
racy the cost of these articles for the purpose of fixing a selling 
price. Our government, therefore, had to adopt the cost-plus 


form in order to get production rapidly and secure the contractor 
against loss. 
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The accountant is vitally interested in this change in the form 
of doing business. The ascertainment of costs for the purpose 
of payments under cost-plus contracts is primarily in the account- 
ant’s sphere. The accounting problems arising in ascertaining 
cost as required by the usual government cost-plus contracts are 
numerous and complicated. 


Perhaps the most involved question is the method of arriving 
at the overhead applicable to the cost-plus contract under 
operation. 

In ordinary circumstances the basis of overhead distribution 
is involved. Under the government cost-plus contract this ques- 
tion takes on an even more complicated form. To bring out the 
various problems that present themselves in determining the 
overhead applicable to a given cost-plus contract, we will take a 
specific yet comparatively simple example. 


The American Flying Machine Company receives a contract 
from the army to produce a given number of aeroplanes as well 
as a list of spare parts to be paid for on a cost-plus basis. The 
company is partly a holding and partly an operating organization. 
It owns and operates three plants, i. e., A, B and C. All admin- 
istration work of these three plants is carried on by one set of 
executives. 


The operation connected with the cost-plus contract is to be 
confined entirely to plant “A.” At this plant there will also be 
produced another government contract for the navy on a cost- 
plus basis, as well as other products which the company makes 
for itself and sells at a fixed price. Plant “A” is at present being 
expanded to accommodate these new orders and construction 
work is proceeding on a fairly large scale. 


The army cost-plus contract requires not only that the costs 
of the finished product be ascertained, but that the cost of every 
part going into the finished product be determined. 

We are required to lay out a plan of overhead distribution 
in order to arrive at the portion of overhead applicable to the 


army cost-plus contract and the portion to be assigned to each 
part that goes into the finished product of the army contract. 
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PRIMARY SEGREGATION 


As a first step it will be necessary to make the following 


primary segregations: 


(1) All expenses applicable to more than one plant of 
the company will have to be divided so that the 
portion applicable to plant “A” (the one in which 
the army contract will be produced) will be deter- 
mined. 


} (2) When the amount of inter-plant expenses applicable 
to plant “A” is thus ascertained, this amount as well 
as the direct and indirect overhead will have to be 
divided between 


(1) The army contract, 
(2) The navy contract, 
(3) The company’s products. 


(3) Plant “A” overhead will have to be divided among 
productive departments and will consist of 


(a) Direct overhead, 
(b) Indirect overhead. 


(4) The process of allocation will then be: 


(a) The determination of the total amount 
of overhead, direct and indirect, appli- 
cable to each productive department; 

(b) The distribution of departmental over- 
head costs between contracts ; 

(c) The distribution of overhead assigned to 
the army contract to part cost within 
each department. 


Plant “A” has approximately 20 productive departments and 


the present cost accounting system includes a definite outline for 
reporting material and direct labor costs between departments 


overhead to departments and jobs. 
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The method of distribution should be divided into two 
sections: 


(1) Distributing all costs of non-productive departments 
as well as general expenses to productive depart- 


ments ; 


(2) Distributing the departmental overhead between 
contracts and part costs. 


DISTRIBUTION OF OVERHEAD EXPENSES TO PRODUCTIVE 
DEPARTMENTS 

In attempting to determine the amount of overhead appli- 
cable to each productive department, the first requirement is that 
overhead expenses be assigned directly to productive depart- 
ments wherever possible. In other words it is desirable that 
wherever expense is incurred that can be assigned directly to an 
operating department at the time of the incurrence, this should 
be done, rather than lumped in a general pene account and 
distributed on an arbitrary basis. 

By this method only items of an indirect nature that are not 
directly assignable as departmental cost will need to be appor- 
tioned. This cost will consist of: 

(1) Expenses of non-productive departments ; 
(2) General expenses of the company. 

Grouping these two classes of overhead by functions, we find 
that the following fairly covers all expenses in the above two 
groups: 

(1) General administration, 
(2) Factory administration, 
(3) Material expenses. 

(4) House service expenses. 
(5) Miscellaneous expenses. 


We will investigate the elements of each of these sub-divisions 
and determine how to distribute each between: 


First: 
(a) Plants, 
(b) Construction and operation, 
(c) Productive departments ; 
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Second: 
(d) Contracts, 
(e) Part costs. 


GENERAL ADMINISTRATION 


Under general administration will be included costs relating 
to the general administration of the company, which will include 
the following classes of expenses: 


(1) Executive salaries; 

(2) Accounting and office salaries and expenses; 
(3) Telephone, telegraph, postage, etc. ; 

(4) Garage expense of pleasure cars; 

(5) Pleasure car indemnity and payroll insurance; 
(6) Depreciation and repairs of office furniture 


and fixtures. 


Items one to five inclusive are expenses which are incurred 
in connection with all plants. Item six can be definitely assigned 
to each plant without allocation. 

Our first problem is to arrive at some basis for distribution 
of items one to five as between plants. Perhaps the fairest basis 
of allocation for such expenses between plants is the amount of 
production (output) at each plant. The best figure to take for 
this purpose is the amount of billing made by each plant. In 
other words, if plant “A’s” output (amount billed) during a 
given period is $100,000, plant “B’s” $200,000 and “C’s” $300,000, 
plant “A’s” portion of administrative expenses for that period 
is one-sixth of the total of such expenses, plant “B’s” one-third 
and plant “C’s” one-half. By this method the portion of-general 
administration expenses applicable to plant “A” (in which our 
army contract is being produced) will be ascertained. 

The next step is to determine how much of this administra- 
tion expense should be charged to construction and how much to 
operation. For this purpose the best measure of allocation is the 
direct labor charge to each of these classes. In other words, if 
the operating payroll for a given period is $90,000, the amount 
of general administration to be charged to operation will be nine- 
tenths and the portion to construction one-tenth of the general 
administrative expenses assigned to plant “A.” 
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Having thus eliminated the amount applicable to construction, 
the next step is to determine the basis of distributing the amount 
applicable to operation between productive departments. 

The ratio of productive labor of each department to the 
productive labor of the entire plant is the best measure of division 
for this purpose. By applying this basis we will arrive at the 
amount of general administration expenses to be charged to 
each productive department at plant “A.” 

The method of distributing these departmental expenses 
between contracts and part costs will be discussed later. 


Factory ADMINISTRATION 


Under factory administration are included all expenses that 
are incurred in the administration of the factory. They include 
the following classes of expenses: 


(1) Factory manager, 

(2) Factory superintendents of divisions, 
(3) Planning and dispatching departments, 
(4) Employment department, 

(5) First aid, 

(6) Welfare work, 

(7) Cost and factory accounting, 

(8) Miscellaneous. 


It is found that the factory manager is in charge of the 
management of all plants of the company. The superintendents 
of divisions, however, are assigned separately to each plant. It 
will, therefore, be necessary to distribute the factory manager’s 
salary, the salaries of his stenographers and other assistants, as 
well as the cost of supplies and other overhead expenses assigned 
to the factory manager’s department, between plants. This, as 
in the case of general administration, can be divided on the basis 
of output of each plant. When the portion of factory manager’s 
expenses applicable to plant “A” is thus determined it should be 
added to the direct superintendence expenses at plant “A,” and 
the total factory superintendence expenses at plant “A” will be 
thus determined. The cost of the planning department is a 
division of factory superintendence expenses. 

In so far as the employment department is concerned, a record 
is usually kept at the central office of the number of men hired 
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and discharged at each plant. Since the employment department 
takes care of both hiring and discharging employees, the best 
method of allocation of the costs of the employment department 
between plants is the total number of employees hired and dis- 
charged during a given period for each plant. By this method 
the employment expenses applicable to plant “A” can be deter- 
mined. 

The cost of first aid and welfare work can be assigned 
directly to plant “A” without allocation. 

In factory cost accounting it is found that the general head 
of the cost accounting department and his two assistants are in 
charge of all factory cost accounts of all plants. In addition 
there is a factory accounting organization at each plant, taking 
care of the detailed cost accounts of each plant. 

The costs of the general factory accountant and his staff, as 
well as all expenses and other indirect costs assigned to his 
department, should be distributed between plants on the basis of 
output. By this method the portion applicable to plant “A” will 
be determined. To this cost should be added the direct cost of 
the factory accounting department at plant “A,” thus arriving at 
the total factory accounting expenses applicable to plant “A.” 

By gathering all the above expenses and any other miscel- 
laneous factory expenses we ascertain the portion of all factory 
administration expenses applicable to plant “A.” 

The next step is to apportion these expenses between opera- 
tion and construction, which, as in the case of general adminis- 
tration, will be divided on the basis of direct payroll for each. 

When the amount applicable to operation is thus determined 
it should be divided between operating departments on the basis 
of the operating payroll of each productive department. 

MATERIAL EXPENSES 

The various costs of purchasing, handling, protecting and 
shipping of all materials coming into and going out of the plant 
should be grouped so that the total cost incurred for material 
will be determined. The following expenses will come in this 
class: 

(1) Purchasing department costs, 
(2) Receiving departments costs, 
(3) Stock and storeroom, 
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(4) Traffic department costs, 
(5) Testing division, 

(6) Inspection, 

(7) Shipping department, 
(8) Personal property taxes, 
(9) Freight and express, 
(10) Cash discounts (credit), 
(11) Scrap (credit). 


It is found that the costs of purchasing department, traffic 
department, freight and express and cash discounts will have to 
be distributed between plants because these items affect all plants. 
The other items enumerated above are all directly incurred and 
kept for each plant. 


The general purchasing department buys materials for pro- 
duction as well as for construction for all the plants. The pur- 
chasing department should be required to make up a list showing 
the total purchases for all plants during a given period divided 
between : 


(a) Construction, 
(b) Operation. 


The cost of the general purchasing organization can then be 
distributed between plants on the basis of the purchases for each 
plant and apportioned between these two divisions. Owing to the 
fact that purchases may be made for one plant and then reshipped 
to another, it will be necessary when transshipping to credit the 
amount of the transshipment to the plant to which it was origin- 
ally shipped and debit the plant that receives it. By this 
method the amount of purchase costs applicable to plant “A” 
divided between construction and operation can be determined. 

The traffic department does all trucking, routing, tracing, 
rate-checking, etc., for all shipments whether by freight, express 
or to and from plants. The total cost of the traffic department 
should be apportioned between: 


(1) Inbound shipments, operation ; 
(2) Inbound shipments, construction ; 
(3) Outbound shipments. 


168 




















Overhead Distribution for Cost-Plus Contracts 


For the purpose of this distribution, a grand total of all pur- 
chases for all plants (exclusive of construction), a total of all 
purchases chargeable to construction and a total of all sales for a 
given period should be determined. The relation of each of these 
totals to the grand total of purchases and sales for all the plants 
will establish the portion of general costs chargeable to each of 
these divisions. The amount thus determined as applicable to 
incoming shipments should be distributed between plants on the 
basis of the ratio of purchases for each plant (exclusive of con- 
struction) to the total purchases of all plants. By the same 
method the amount applicable to construction for each plant will 
be determined in the ratio of construction material for each plant 
to total construction material purchased, thus arriving at the 
amount of each of these two items applicable to plant “A.” 


The portion of traffic expenses applicable to outgoing ship- 
ments chargeable to plant “A” can be determined by dividing the 
traffic expenses assigned to shipments between plants on the basis 
of output of each plant. The total incoming and outgoing traffic 
expenses applicable to plant “A” will thus be determined. 


Freight and express costs on material purchases used directly 
in producing the product should be ascertained for each item of 
material purchased. If more than one class of material is 
included under one freight bill, it is usually simple to determine 
the portion applicable to each item by an apportionment on the 
basis of weight, value, etc. The amount of freight thus ascer- 
tained as applicable to each item of material purchased should 
be treated as a direct material cost and added to the unit price 
of material costs—not as an overhead. Freight and express 
charges on indirect materials and supplies should be carried in 
a general freight account, treated as an overhead expense and 
distributed between plants on the basis of such material pur- 
chased for each plant. 


Cash discounts on material purchases used directly in pro- 
ducing the product should be deducted from material costs, so 
that the unit figure thus resulting will give the net unit cost of 
each item of material purchased. Cash discounts on indirect 
material should be apportioned between plants on the same basis 
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as freight. When the amount applicable to plant “A” is deter- 
mined it should be treated as an overhead credit in “material 


expenses.” 


All sales of scrap should be credited directly to the job to 
which the material was charged originally when put into opera- 
tion. If 100 pieces of a given job are started and only 90 good 
ones are completed, the original material cost of the 100 less the 
revenue from sale of scrap from the 10 spoiled pieces will give 
the material cost of the 90 good ones, the latter thus standing 
the net loss of the 10 scrapped pieces. When scrap cannot be 
identified with any job number, such as turnings, borings and 
other small scrap, the revenue resulting from this item should be 
treated as an overhead credit item in material expenses. 


When the total material expense for plant “A” is thus ascer- 
tained, it will be compared with the total material value used at 
the plant for a given period and a percentage will thus be deter- 
mined of material expense to material used. Every item of 
material that has gone from stores to a job will.then be loaded 
with this percentage. By this method the amount of material 
expenses applicable to each contract and each piece in the con- 
tract will be directly ascertainable. For instance, it is determined 
that during a given period material expenses were equal to 3 per 
cent. of the value of material used during the period. All material 
drawn from stores during that period will be loaded with 3 per 
cent. of their value and each piece will be charged with this 
percentage when drawn from stores for use on a given part. 


House SERVICE EXPENSES 


Various costs of maintaining and protecting the company’s 
plants may be grouped in one class under the heading “House 
service expenses.” In this class will come items which in normal 
business practice are included in the rent paid to landlords, such 
as heating, lighting and maintaining buildings, as well as return 
upon capital. In the cost-plus contract a return upon capital is 
usually not included as a part of cost, for the fixed percentage 
of profit allowed is supposed to cover a return upon the 
investment. 
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The following are some of the items to be included under 
house service: 
(1) Heating, 
(2) Lighting, 
(3) Watchmen and janitor, 
(4) Repairs to buildings, 
(5) Depreciation on buildings, 
(6) Fire, elevator and other liability insurance, 
(7) Taxes on real property. 

There is no problem as to segregation between plants in 
regard to these expenses. 

If a company produces its own heat, all expenses in connection 
with the heating plant, including labor, coal, miscellaneous sup- 
plies, repairs, supervision and all direct and indirect overhead 
applicable to the steam plant, will represent the cost of heating. 

Lighting costs can usually be ascertained from the lighting 
company’s bills, if the company buys its electricity. If it gen- 
erates its own electricity, the cost will be found in the same 
manner as heating costs. 

Repairs should include repairs to buildings only and not 
repairs to machinery, tools, etc. Only normal and reasonable 
repairs should be included, as any wholesale repairs, improve- 
ments or betterments should be spread over a longer period than 
that during which the repairs, etc., are made. 

Depreciation should include depreciation on permanent build- 
ings, etc., only, and not on machinery, tools, etc. Only normal 
depreciation rates should be allowed as cost under this item. 
Any items allowable for amortization of plant values should not 
be included under depreciation, even if they are allowable under 
the contract. Many companies have been required to construct 
new plants under unusual conditions at a higher than normal 
cost to accommodate the present war demands. The difference 
between the normal value and present high cost of these build- 
ings should be written off during the present abnormal period. 
This element, however, is not a real depreciation (i. e., wear and 
tear, obsolescence or inadequacy) but represents a factor which 
may be termed “commercial” depreciation. This element should 
be treated as a general deduction from income rather than as a 
cost of production. 
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Real estate tax bills usually give the taxes for each building. 
The taxes applicable to each plant can, therefore, be directly 
determined. 

When all the costs represented by this class of expenses for 
plant “A” are ascertained, the total should be divided by the 
total square feet of floor area in the plant and the cost per 
square foot for house service will be found. The area occupied 
by each department, both productive and non-productive, should 
then be determined. The departmental charge for house service 
can be ascertained by multiplying the area by the rate per square 
foot, determined as above. In computing the square feet area of 
the plant, halls, aisles, etc., should be eliminated so that the sum 
of the area of all departments will equal the total area of the 
plant. 

It should be possible to work out a rate per square foot which 
may be used for a comparatively long time. This rate may be 
checked and adjusted at intervals of three or four months or 
whenever a material change takes place in the make-up of the 
house service expense costs. 


MISCELLANEOUS EXPENSES 


In addition to the above general classes of expenses there are 
miscellaneous expenses which call for mention. 


Power. 

It is usually found that power current of the entire plant is 
registered on one meter. It is, therefore, necessary to get a basis 
for distributing power between departments. 

The following are some of the bases that may be used for this 
purpose : 


(1) The installation of a temporary meter in each 
department long enough to get the average 
amount of power used during a normal period. 


(2) Ascertaining the total horse-power units of 
each department by adding the horse-power 
rating of each power unit in each department. 
The total power cost can then be distributed 
between departments on the horse-power 
requirements. 
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(3) Ascertaining the total horse-power of all power 
units in each department. Have the depart- 
ments keep a record of the number of hours 
that each machine is operated. Multiply the 
horse-power of each machine by the operating 
hours it is used. Adding total machine horse- 
power hours in each department we get horse- 
power hours of departments. The horse-power 
hours for all departments divided into the 
total power cost will give the rate per horse- 
power hour, which, multiplied by horse-power 
hours for each department, gives total power 
cost for each department. 


The second method, that of taking the horse-power require- 
ments, is the one usually adopted, as it is the simplest. 


Depreciation and repairs of machinery and tools. 


The value of machinery and tools should be subdivided 
to show the value for each operating department. When the rate 
of depreciation of each class of tools of each department is fixed, 
the depreciation applicable to each department for this element 
can be determined and treated as a direct overhead of the depart- 
ment. In the same way all repairs to machinery and tools can 
be charged to the department in which the repair takes place 
and treated as a direct overhead of that department. 


Engineering costs. 

All costs connected with designing, tracing, blue-printing, etc., 
of items to be produced can usually be treated so as to show 
the time spent on each model or contract. The supervisory 
expense of the engineering department can be distributed between 
models or contracts on the basis of the direct charges to each 
model or contract. Thus, the amount of engineering cost appli- 
cable to the army contract can be definitely determined. This 
cost should then be distributed between departments in which 
the army contract is being carried out, on the basis of productive 
labor put on the army contract in each department. 
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Construction. 


The portion of general overhead expenses assigned to con- 
struction should be added to the asset account on which the con- 
struction took place. Only that portion of construction expense 
allowed through depreciation is to be included as cost. 


DISTRIBUTION OF DEPARTMENTAL OVERHEAD TO CONTRACTS 
AND PARTS 


We have covered in a general way the method of distributing 
the important costs of non-productive departments and general 
expenses to productive departments. When this distribution is 
made all expenses of whatever nature that have not been directly 
assigned to productive departments in the first place should find 
their way to these departments through the distribution above 
outlined. 

The total amount of these indirect overhead expenses 
determined as applicable to each operating department plus the 
direct overhead carried in each operating department will give 
the total overhead expenses for each operating department. An 
overhead rate can now be established for each department. This 
rate is usually computed in relation to the productive labor of 
each department. 

The next step is to divide the overhead applicable to each 
department between contracts (for this purpose the company’s 
own production will be considered as a contract). This can 
best be done on the basis of amount of productive labor charged 
to each contract in each department. While in some departments, 
where most of the production work is done by power machines, 
the machine hour basis might be used, and in departments where 
the rate of pay of operatives has a wide range, the number of 
productive hours should be used, yet it has been found in prac- 
tice that a distribution on the amount of productive labor will 
in the long run give fair results. 

3y this method the amount of overhead applicable to the 
army contract in each operating department can be determined. 
To the amount thus determined should be added the direct over- 
head applicable to the army contract as indicated earlier in this 
article. The total of these two amounts will establish an over- 
head rate to be applied for army purposes in each operating 
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department. Having this rate for each operating department, 
the overhead to be applied to each part can then be ascertained 
by loading each part going through each department with the 
overhead rate of that department on the basis of productive 
labor spent on each part. 

It is desirable that an average rate be used throughout the 
life of a contract in distributing overhead expenses to part costs. 
In other words, the relatively small production of the early 
months should not be burdened with the full amount of over- 
head incurred during the preliminary period. All preliminary 
costs should be studied, therefore, and those that apply to the 
entire contract, rather than to production during the early period, 
should be spread over the estimated life of the contract and not 
be included wholly in the overhead rate of the period in which 
the expenses are incurred. 

3ecause of the wide scope of the subject which this article 
attempts to cover, it was necessary to give conclusions rather 
than discussion. Only the more important problems of overhead 
distribution have been mentioned, for obviously a book rather 
than a magazine article would be required for discussion of this 
subject in full. 
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Auditor’s Responsibility in Regard to Verification 
of Inventories* 
By Epwarp H. Mogeran 


Owing to the dearth of court decisions in this country defin- 
ing or limiting an auditor’s responsibilities, the subject of this 
paper will be dealt with from the standpoint of moral responsi- 
bility—the result of negligence in most cases being loss of pres- 
tige, rather than a more severe penalty. 

At the outset let it be stated that it is not the function of an 
auditor to take an inventory, but to verify the result in terms of 
money after the physical work has been completed. 

An inventory may embrace almost any kind of physical asset, 
fixed or current, in almost any kind of business, occupation or 
profession. It may be relatively large or small as compared with 
the other assets under audit. There may or may not be book 
inventories to be used as guides; and in the case of a manufac- 
turing concern the auditor may be confronted by any bookkeeping 
condition, from a total lack of cost accounts to a most elaborate 
and accurate system. The purpose for which the auditor is em- 
ployed or specific instructions will have a distinct bearing on the 
scope of the verification and of his responsibilities in connection 
therewith. 

An auditor may be conducting an investigation on the very 
subject of inventories, or one in which the inventory plays no 
part whatsoever, or his employment may cover varying degrees 
of responsibility between the two. His clients may be the pro- 
prietors, bondholders or the executors of a business; he may be 
employed by an intending purchaser or by a bank considering 
the advancement of funds; he may qualify as expert for plaintiff 
or defendant and be conducting an investigation by court order 
under subpoena “duces tecum.” In short, he may represent any- 
one who has legal access to the books and records for any legal 
purpose whatsoever—but in wording his certificate an auditor 
should bear in mind that it may be used for purposes other than 
those stated or inferred. 





* A thesis submitted at the November, 1917, examinations of the American Institute 
of Accountants. 























Auditor's Responsibility in Regard to Verification of Inventories 


In making the following remarks it cannot be too strongly 
urged that the extent of an auditor’s responsibilities varies in 
proportion to the scope of his instructions, and his judgment in 
each case should primarily be based thereon. 

The verification of an inventory is, in a large percentage of 
cases, the most troublesome item on a balance-sheet that an 
auditor has to deal with, particularly if it be one of stock-in-trade, 
affecting as it does the gross profits. A clear knowledge of the 
nature and customs of the business and of the methods employed 
is frequently essential in order satisfactorily and intelligently to 
verify the figures submitted without a disproportionate or pro- 
hibitive amount of work. 

Years ago it was the custom among accountants to qualify 
their certificates by prefixing the phrase “Subject to the accuracy 
of the inventory,” but this qualification has fallen into disuse, 
chiefly because of its casting suspicion upon the accuracy of the 
accounts as a whole. Custom and practice have since decreed 
certain duties to be performed by the auditor beyond the scope 
of which his responsibilities cease. 

The more important points to be considered in the verifica- 
tion of an inventory, coming within the scope of an auditor’s 
responsibilities, follow. 


SUMMARY 


The auditor’s copy should be kept in his possession, actual or 
mary before commencing detailed operations, to be used, by 
means of symbols, as an index of work completed. 

The auditor’s copy should be kept in his possession, actual or 
constructive, during the entire progress of the work and never 
be lent to officials or to the office staff under any pretext what- 
ever after the auditing has commenced. 

If the official copy of the inventory is kept in the possession 
of the auditor throughout the verification, the same purpose is 
served; but this is frequently impossible or undesirable for 
various reasons, and it is always possible and desirable to make 
a copy of the summary for the working papers however con- 
densed it may be. The point is that inventories have been 
altered after an auditor has passed upon them. Care should be 
exercised to preclude the possibility of such an occurrence with- 
out detection before certification of the accounts. 
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MATHEMATICAL ACCURACY 


It is an auditor’s duty to verify footings and extensions in 
sufficient detail to become satisfied as to their substantial accu- 
racy and he will be held responsible for undetected errors of 
relative importance. No hard and fast rule can be laid down 
as to the scope of the work, as the conditions present in each 
case will determine it. 

The method of internal check may be taken into considera- 
tion—e. g., whether mechanical or otherwise—and it is reasonable 
to place more reliance on the work of an efficient office force 
than on results obtained by a force of low clerical standard. 

In the case of manufacturing concerns, the extent and accu- 
racy of the cost system and its related accounting controls have 
an important bearing on the amount of detailed verification 
necessary with respect to work-in-progress and finished goods. 
An auditor may be justifiably influenced, in outlining the work, 
by the facts that the gross profits differ widely from or substan- 
tially agree with normal or anticipated figures. 

If an auditor has reason to believe, from collateral evidence, 
that an important mathematical error exists, it is his duty to 
find it and his responsibility is not lessened because of the amount 
of work involved. 


BASIS OF VALUES 


It is an auditor’s duty to satisfy himself that the inventory 
has been taken at cost or market, whichever is lower, except as 
hereinafter stated, and that unsalable or depreciated items have 
not been priced in excess of nominal or depreciated values. The 
decrease of turnover may put him on his guard that unsalable 
items are being carried at their original cost and a comparison 
with a previous inventory will sometimes disclose the items in 
question. 

The prices of commodities should be verified with original 
invoices as to cost, and the market value may be determined by 
an examination of invoices for goods of like nature shipped close 
to the balance-sheet date or in some cases by a scrutiny of trade 
papers. 

As to footings and extensions, the verification of prices may 
need to be substantially complete or merely a test, depending 
upon the conditions present in each case. 
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In the case of manufacturing concerns the auditor should 
familiarize himself with the method of costing. He should 
ascertain the soundness of the burden rate by the amount of 
under or over absorbed expenses and the treatment of costs if 
and when the plant was on part time or shut down. He should 
be familiar with the scope of the items comprising the burden— 
e. g., whether selling expense has been included or whether inter- 
est on the investment or other debatable items had been added to 
cost—for upon the facts present will depend the wording of 
his certificate. The auditor should be careful to see that finished 
product has not been taken at selling prices. In short, he should 
see that no profit is included in the inventory except in the case 
of certain contract. jobs subject to architects’ or engineers’ cer- 
tificates and except in a very few lines of business, such as 
shipbuilding, where a proportion of profit is permissible owing to 
the length of time spent on the manufacture of one unit of 
production and in order to stabilize the profits. 


The question of profits included in an inventory is now of 
special importance owing to its effect upon the federal income 
and excess profits taxes. It is of interest to note that the com- 
missioner of internal revenue has ruled that inventories must 
be taken at cost, not market, in the following explanatory note 
on corporation income tax form 1031, revised October, 1916: 
“In case the annual gain is determined by inventories, merchan- 
dise must be inventoried at cost price, as any loss in salable 
value will ultimately be reflected in the sales during the year 
when the goods are disposed of.” 


If an auditor, therefore, is making up an income tax return 
for a corporation, his responsibilities as to inventory values of 
merchandise are determined by the commissioner’s rulings, how- 
ever widely he may differ from him as to the principles involved. 


In the case of trading concerns, undelivered goods represent- 
ing executed sales may legally be valued at selling prices, title 
having passed and the seller having become the bailee, but owing 
to the difficulty of differentiating between executed and executory 
sales and to the possibility of an accepted cancellation of the 
order prior to delivery, the auditor should not pass unnoticed 
the point in question, particularly if the amount involved is 
relatively large. 
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The auditor should satisfy himself that trade discounts have 
been deducted in pricing commodities, but not cash discounts, 
the test of distinction, sometimes difficult to make, being whether 
the discount is deductible in any event or contingent upon pay- 
ment within a specified time. As to this point an auditor is 
usually justified in assuming facts “upon information and belief” 
after a test has been made by him. 

It is most desirable that an inventory of stock-in-trade be 
taken on the same basis at the end as at the beginning of a fiscal 
period, and where prices are constantly or widely fluctuating, it 
is sometimes desirable, if market is below cost, to create a 
reserve for the difference, rather than to make the gross profits 
reflect a temporary loss, i. e., the same procedure as is permis- 
sible with respect to securities. 

The auditor has no right to insist that an inventory be valued 
in one way or another. He may offer suggestions and if they be 
not complied with, his remedy lies in adjusting the total figures 
for inclusion in the accounts to be prepared by him, in order to 
give an unqualified certificate (possible and desirable in certain 
cases) or in letting the original figures stand and in protecting 
himself by qualification if necessary. 


Goops IN TRANSIT 

It is an auditor’s duty to ascertain that if goods in transit are 
included in the inventory the corresponding liability has been 
set up in the accounts. 

It is important to note that the invoice date is at best but 
prima facie evidence and of limited accounting value, as many 
invoices are post-dated under special agreements affecting dis- 
counts; some are dated prior or subsequent to shipment through 
carelessness; and still others are not dated at all. It must 
also be borne in mind that the date of an invoice, except as 
above noted, represents the date when the seller parts with the 
goods, and that due allowance must be made for the period of 
transit. Bills for carriers’ charges are frequently of assistance 
in passing upon debatable items, and obviously of much greater 
value are chronological records of goods received. 

If an auditor finds that the date of receipt of goods is shown 
upon the invoice, he may usually accept the record without 
further research, but he must exercise care to find out whether 
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goods recorded as being received while the inventory was in 
progress were or were not included therein and that the accounts 
have been adjusted accordingly. In some cases he will find nota- 
tions on invoices indicating the inclusion or exclusion of the 
goods, and he need not go behind this evidence except in special 
cases. 

If incoming goods have reached the f. o. b. point, they may 


properly be included in the inventory. If not, they should be 
excluded. 


Periop oF INVENTORY TAKING 


The period of inventory taking is a most important point, 
chiefly in large inventories, and one that is frequently overlooked. 


Gross mistakes have been made through an error in time of 
or confusion during inventory taking, the circumstances of which 
were known to the officers, but the importance of which from 
an accounting standpoint were not appreciated until brought to 
their attention by the auditor. 

In many cases, therefore, it is the duty of the auditor to 
make inquiry from a responsible officer as to when the inven- 
tory was taken; how long it took; whether the plant, store or 
whatever the place was closed down or not; if not, what system 
was adopted with respect to incoming and outgoing goods; and 
generally whether those superintending the physical work had 
clearly in mind that results were needed for accounting purposes 
as of a specific date and were capable of producing the results 
desired. If it later proves that the auditor was misinformed as 
to these points, the responsibility lies with his informant, except 
in special cases, wherein the attendant circumstances should put 
him on his guard as to careless statements or an intent to mislead. 

In organizations wherein the accounting is known by the 
auditor to be conducted efficiently and regarded as of paramount 
importance he may and usually does assume that errors coming 
within the scope of this caption have been obviated. 

We find, therefore, that, under certain conditions, the auditor 
is justified in verifying the stated date of the inventory, if he 
has reason to believe that accounting principles have not been 
properly considered, the purposes of the audit having an impor- 
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tant bearing on the scope of his inquiry in the premises; and if 
adjustments cannot be made because of lack of information, his 
remedy lies in the withholding or qualification of his certificate. 


CoNSIGNED Goops—INWARD 

It is the auditor’s duty to asceriain that no goods held on 
consignment have been included in the inventory except, of 
course, in the case of a factor—and in the event of a factor also 
trading on his own account care must be exercised in determining 
whether or not the factor’s own goods have been mixed with 
those of his principals. Obviously, in many cases, an auditor 
must rely on inquiry, and if he be misinformed the same rules 
must apply as those recited under the foregoing caption. There 
are, however, cases in which consigned goods are of such a totally 
different nature from the balance of an inventory as to make it 
negligence for the auditor to pass them without adjustment. In 
many cases where full records of consigned stock are kept and 
the contracts available, the auditor could offer but little excuse 
for certifying consignor’s property as being that of.the consignee. 

Upon the information given and the possibility of independent 
verification depends the extent of an auditor’s responsibility in 
the matter. 


CoNnSIGNED Goops—OUTWARD 
It is the auditor’s duty to ascertain that consigned goods, out- 
ward, have been taken at prices not to exceed cost to consignor, 
whether in the hands of consignor’s own selling agencies or else- 
where, except that in some cases involving a greater distance 
from the f. o. b. purchasing point additional carriers’ charges 
may be added. 


ORIGINAL INVENTORY SHEETS 

If an official copy has been made, it is the duty of the auditor, 
in many cases, to inspect the original inventory sheets, however 
roughly they may have been compiled, and to test the accuracy 
of the official inventory, as to quantities, by comparing at least 
the large items. The scope of the test, however, will depend 
upon the conditions present in each case. If errors are found 
in a short test, the auditor should pursue the work to a point 
where further possible errors are relatively negligible. 
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If the auditor is credibly informed, as sometimes happens, 
that the original inventory sheets have been destroyed or lost, his 
responsibility for errors in copying ceases, except that, should 
he have reason to believe the inventory to be understated or over- 
stated by a relatively large amount and be unable to locate the error 
through other operations, he may withhold or qualify his cer- 
tificate, as in other contingencies. 

In many cases the auditor is specifically relieved of responsi- 
bility for copying errors, and in practice the operation is omitted 
in a large percentage of cases, through reliance on the official 
copy, but it is a most fertile field for errors and the auditor should 
not pass lightly over the matter in cases where the responsibility 
for undetected errors remains his. 


Gross Prorit TEST 


If an error of relatively large amount still exists in an inven- 
tory of stock-in-trade after adjustments have been made for all 
errors brought to light by the operations outlined under the fore- 
going captions, it will be reflected in the ratio of gross profit to 
sales; and any material change therein not warranted by existing 
conditions known to the auditor should form the basis for further 
inquiry as to principles and possibly a more exhaustive examina- 
tion for clerical errors. 

If the materia) change cannot be satisfactorily explained 
away through further effort, the auditor has again the wording 
of his certificate to fall back upon, for he will be held responsible 
for the opinion expressed therein. 


CERTIFICATES ON INVENTORIES 


It is the duty of the auditor to see that the inventory total 
is certified by a responsible officer and, if the inventory be a large 
one, that each section is certified correct as to quantities by the 
employee who superintended the physical work. These certifi- 
cates are frequently found on the original sheets. 

In manufacturing concerns the head of the cost department 
should certify his section as being in agreement with controls 
and underlying detail records, and it is often desirable to have 
the factory superintendent countersign it, although at times it 
will be found that he is in ignorance of certain administrative 
burden charges. 
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It is often desirable for the auditor to obtain for his files a 
separate certificate, executed by a responsible officer, reading, in 
the case of a trading concern, somewhat as follows: “I hereby 
certify that the inventory of merchandise amounting to $........ ; 
a summary of which is attached hereto, was taken as of (date) 
by responsible employees, that the items are priced at cost or 
market, whichever the lower, that no unsalable, depreciated or 
consigned goods are included therein, that the original sheets 
have been carefully compared as to quantities, and that, to the 
best of my knowledge and belief, the inventory is correct in all 
other respects.” 

If the auditor obtains such a certificate, it will, in many cases, 
obviate his going into many of the points heretofore discussed, 
but upon the purposes of the audit and the scope of his instruc- 
tions depends the amount of reliance to be placed upon it and 
the extent to which responsibility for errors is thus shifted from 
his shoulders. 


Book INVENTORIES OTHER THAN STOCK-IN-TRADE AND BULK 
MATERIAL 


Book inventories other than stock-in-trade and bulk material 
would include current assets, chiefly represented by materials 
and supplies of all kinds, and fixed assets such as live-stock, 
wagons, automobiles, stable or garage equipment, furniture and 
fixtures or any items the book value and quantity of which it is 
usual and advisable to verify from time to time by physical inspec- 
tion and count. 

If actual inventories of current assets have been taken reason- 
ably close to, but not on the balance-sheet date, the auditor is 
usually justified in assuming the book inventories to be correct, 
after routine audit of current book entries, provided the last 
inventory adjustment was not relatively large in amount; but if 
an important adjustment is necessary that fact should put the 
auditor on his guard against carelessness or errors of principle. 

The same rule would apply as to fixed assets except that, the 
items usually being much smaller in number and much larger 
in amount, the auditor is almost invariably held responsible for 
the verification of each item of acquisition and disposition as 
reflected not only by book entries, but by the underlying records 
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available, and he must exercise great care to see that the items 
are properly capitalized from the evidence at his disposal. 

The auditor should see that proper reserves for depreciation 
have been provided against the book values of fixed assets or 
that the book or inventory figures reflect depreciated values, but 
further discussion of this important subject does not come within 
the scope of this paper. 


Book INVENTORIES OF BULK MATERIAL 


Book inventories of bulk material will consist of such items 
as ore, pig iron, sand, coal, coke, logs and scrap metal, and it 
is usual not to attempt a physical inventory and frequently 
impracticable so to do, until the piles or other units of storage 
are practically exhausted, which may take several years. 

The usual practice is to add a small percentage to the weight 
or number consumed to cover waste or loss, and if the auditor 
ascertains that the usual allowance incident to the particular 
business has been made, he cannot be held responsible for short- 
ages brought to light when the units are finally exhausted. 

In the case of some stocks, a close estimate can be made of 
the contents of a pile—e. g., there are formulas for ascertaining 
the weight of coal of various sizes stored in bins—and an auditor 
should in these cases make inquiry as to how recently a test had 
been made and how the result multiplied by the average unit cost 
compared with the book value at the time. 


EsTIMATED INVENTORY OF STOCK-IN-TRADE 


It occasionally happens that an auditor is called upon to report 
as to the estimated profits of a concern for a period at the end 
of which no inventory was taken. A vital element of gross profits 
being missing, the auditor has to supply it by a process of deduc- 
tion, assuming a certain ratio of gross profit to sales to have 
existed for the period under review (usually the same as for the 
preceding period) and the inventory at beginning, purchases and 
sales being known. 

In cases such as these the auditor should state clearly in his 
report that no inventory was taken and the means adopted to 
supply the deficiency. 

It is most desirable that the auditor take the opinion of some 
one else as to the estimated ratio of gross profit to sales and 
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state in his report whose opinion has been followed, thus placing 
the responsibility where it belongs, in the event of a misinter- 
pretation or misuse of the figures submitted. 


CONCLUSION 


As will be noted, an auditor’s responsibilities in regard to 
verification of inventories are frequently onerous. Certain points 
may be covered by him in an unequivocal manner, while certain 
others must be accepted upon information and belief. He must 
exercise due diligence and care at all times and satisfy himself, 
to the best of his ability, from the evidence available, that the 
total amount is substantially correct. If he has conducted his 
work conscientiously and accurately and with a clear conception 
and an intelligent treatment of the many points involved, he has 
done his duty and the responsibility to his clients has been met. 
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Relation Between Interest and Manufacturing 
Costs” 
By Epmunp C,. Gause, C.P.A. 


So much has been written on this subject by many of the ablest 
accountants in the profession, that it is difficult to advance any 
new reasons why interest on invested capital should or should not 
be included in manufacturing costs. Some of the reasons why 
such interest should not be included therein are as follows: 


(1) Interest is an income to the one receiving it and a deduc- 
tion from the income of the one paying it. 

(2) Interest on invested capital bears the same relation to the 
owners of the business as do dividends to be paid out 
of the earnings of the business. 

(3) Interest on invested capital when made an element of 
manufacturing costs has the direct effect, to the amount 
of such interest included in the inventory of goods in 
process and finished product, of anticipating the credit 
to profit and loss of earnings which are applicable to 
the payment of dividends and of inflating the above 
inventory. 

(4) As acharge of such interest and the corresponding credit 
would be only a book entry, there could be no fixed 
rate of interest to use. 

(5) Manufacturing costs, in order to be of the greatest benefit 
to those directly interested, should be accurate and 
based on facts and, therefore, should not have in- 
cluded therein an element of uncertainty and of a 
variable nature. 

(6) As an evidence of the trend of official opinion on this 
subject, it is noted that in two recent publications 
issued by departments of the United States govern- 
ment, interest is specifically excluded from manu- 
facturing cost. 





*A thesis submitted at the November, 1917, examinations of the American Institute 
of Accountants. 











The Journal of Accountancy 


The following arguments are advanced in support of the 
reasons given above: 


(1) If interest is an income to the one receiving it and a deduc- 
tion from the income of the one paying it, it is obvious that in- 
terest on invested capital cannot properly be included in cost of 
manufacture because of the fact that no cash transaction takes 
place. 


(2) When a business is established for the purpose of pro- 
ducing a certain article or articles, it seems entirely logical from 
the viewpoint of the owners thereof to look upon that business as 
something material which is going to work for us and return us a 
profit on our investment. In order to assure such profit it is es- 
sential that the necessary equipment be furnished to it—buildings, 
machinery, etc.—or else it cannot do that for which it was created. 
Looking at the question from this standpoint, it does not seem 
equitable to charge the business with interest on the value of the 
equipment which is furnished to it, but rather that the profit 
should result from operations which are not restricted or hampered 
by charges for the use of the indispensable tools of trade. 


(3) It is an unvarying rule in accounting that there must be 
no anticipation of profits and that the surplus shown on the 
balance-sheet at the end of a period should include only the 
amounts which result from the sale and shipment of goods or 
from other actual transactions. Therefore, any portion of interest 
on invested capital which may be included in the inventory of 
unfinished and unshipped goods represents, through its inclusion 
in surplus, an anticipation of earned profits offset by a corre- 
sponding inflation of the inventory, and to that extent the balance- 
sheet is false and misleading. 


It may be mentioned that the inclusion in surplus of anticipated 
profits requires the payment thereon of federal income, war in- 
come and war excess profits taxes which otherwise might not have 
to be paid until a year later when during the ordinary course of 
business the goods had been sold and shipped and the profit 
thereon taken into the accounts in the usual and regular manner. 
On account of the present heavy war taxes, an incredse in the 
year’s income resulting from the inclusion of such anticipated 
profit could easily cause a very substantial increase in the amount 
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of the taxes for the current year, with the possibility of the suc- 
ceeding year’s business showing a loss or a material decrease in 
the net income, in which event the excessive taxes paid for the 
current year would not be offset by a corresponding reduction in 
the taxes for the succeeding year. 


(4) The question of the proper rate of interest to use is per- 
haps the most forceful argument of all those used against the in- 
clusion of interest on invested capital in manufacturing cost. It 
is unlikely that there would be any unanimity of opinion on this 
question and the result would be wide discrepancies in the cost of 
similar products made by different manufacturers. There would 
also be the temptation to the owners of a business to increase the 
rate of interest if the volume of sales were diminishing or the 
profits decreasing, and we would then have the anomalous situa- 
tion of the books showing a larger income as the result of a larger 
inventory of unfinished and unsold goods. 

(5) In these days of efficient and economical management it is 
essential to have accurate and actual costs, as no other will be of 
value to those responsible for the manufacture of the product, 
particularly when the information is required for comparative pur- 
poses. True costs are obtained from true facts, and true facts 
result from the correct recording of actual transactions. All 
charges to cost of manufacture should be based on 


(a) a decrease in some other asset—as raw materials or factory 
supplies ; or 

(b) an increase in some liability — as accrued payrolls or 
accounts payable. 

But when interest on invested capital is included in cost neither 
of the above takes place, but a credit must be made to some 
income account. 

(6) In the following publications issued by the United States 
government, recognition is given to the fact that interest should 
not be included in manufacturing cost: 

Uniform Accounting—A tentative proposal submitted by the 
federal reserve board, dated April, 1917. One page 13, paragraph 
17, it is stated that one of the main points to be kept in view is 
“that no selling expenses, interest charges or administrative ex- 
penses are included in the factory overhead cost.” This is empha- 
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sized by repetition on page 14, paragraph 27, in which it is stated 
further that such items “should not be included in the inventory in 
any shape.” 

Uniform Contracts and Cost Accounting Definitions and 
Methods—Recommendations by interdepartmental conference con- 
sisting of delegates from the departments of war, navy and com- 
merce, the federal trade commission and the council of national 
defense, dated July, 1917. On page 7, paragraph 3, of general 
definition of costs, it is stated that “interest, rent and selling ex- 
penses will not be allowed as part of overhead cost, but may be 
the subject of special compensation when so stipulated in the 
contract.” 

The accounting classifications issued by the interstate commerce 
commission do not provide for the inclusion in operating expenses 
of interest on capital investment, but on the contrary they specify 
that all interest payable shall be treated as a division of profits (net 
revenues), that is, be deducted from gross income. 
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Spoilage, the Fourth Factor of Cost 


By Frepertc W. KILpUFF 


One of the many results caused by the present war has been 
the attempted production by many firms and corporations of a 
product concerning which they knew little or nothing. The result 
of this lack of knowledge and experience is reflected in many 
profit and loss statements by the small profits—where the account- 
ing was correct accounting—or by fictitiously large profits— 
where the accounting was not correct. The loss of earnings was 
due to spoilage. 

If one should take a small piece of steel and, after expending 
a given amount of labor on it and using a certain amount of 
power or oil or any other or all of the items that go to make 
up overhead, should then spoil it, the loss would not be the 
original cost of the material only. It would be the original cost 
of the material, plus the cost of the labor expended, plus the over- 
head expense incurred, less, of course, the small residual value 
that the material itself would have in the form of scrap. 

Letting “a” equal the original cost of the material, “b” the 
cost of the labor expended, “c” the overhead incurred and “d” 
the residual scrap value of the spoilt piece of steel, then, 

a + b+ c = the cost of the article up to the point where it 
was spoiled. 

And as 

d = the residual value of the spoilt article, 

then, ve BRA 
(a + b + c) — d = loss due to the work’s being spoiled, 
“pr” 

It follows from this formula that the further the work pro- 
gresses before being spoiled the greater “b” and “c” will have 
become; and as “a” remains the same (in cost) and “d” also 
(although “d” usually decreases), it follows that the nearer com- 
pletion an article of production is before it is spoiled the larger 
“L” becomes. 

During the process of making this article, a small amount of 
the steel is consumed in turning, shaping, planing, etc. This 
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material is necessarily wasted to bring about the final product. 
Its value in the scrap bin we can designate as “W,” which letter 
we shall now use in the following new formula: 

(a+b+c)—(d+W)=“L,” or absolute loss due to spoilage. 

In the above example of the piece of steel, suppose that the 
article is not spoiled but, instead, is completed in a satisfactory 
manner. Our entire debits to the goods-in-process account would 
then be a+b-+c, while the credit would be “W,” the account 
standing in this form: 

Goods-in-process account 





(a) material | (W)_ value of scrap 
(b) labor 
(c) overhead 
If perhaps, as is most customarily done, “W,” instead of being 
credited to the goods-in-process account, is finally closed into (c) 
overhead, the account would stand in this form: 
Goods-in-process 





(a) material 
(b) labor 
(c-W) overhead | 
From the above, then, we see that in reality waste that is 
salable is a deduction from the total cost, since all material 
started is considered as the material cost. It would be possible, 
no doubt, to deduct, from the original material charge, the scrap 
value of the waste and treat the difference as the prime material 
cost, but practically and for economical reasons this is not done 
and instead it goes into the overhead account as a credit. 
Waste, then, is that material necessarily consumed in the 
process of completing and finishing the product to be made. 
Its value as scrap is a credit to the overhead account. 
So much for waste. Now let us refer to paragraph two and 
consider spoilage. Up to the point where the piece of steel was 
spoiled the account would be as follows: 


Goods-in-process 








(a) material 
(b) labor 
(c-W) overhead 
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At this point the piece of steel, one-half or three-quarters 
completed, is spoiled. Perhaps it is the workman’s fault; perhaps 
it is the fault of the machine; but that does not concern us. What 
we want to know is how it affects the accounting. From an 
article of production the spoiled piece of steel has become so 
much scrap; from a value of a+b-+-(c—W)) it has been reduced 
to (d); the absolute loss is “L.” As a result of this spoilage, 
our goods-in-process account must be reduced by the amount of 
the charges that have accrued on this spoiled piece. Hence a 
credit to the goods-in-process account and a charge to some 
expense account which we shall call spoiled goods account must 
be made. If now the spoiled piece was sold as scrap the accounts 
would perhaps look as follows: 





Goods-in-process Spoiled goods Cash 
(a) material | (a) (a) (d) (d) | 
(b) labor | (b) (b) 


(c-W) overhead | (c-W) (c-W) | | 

What is to be done with this spoiled goods account at the end 
of a financial period? Is it to be closed into overhead and thus 
find its way back into goods-in-process account or is it to be 
kept entirely separate from overhead and thus be treated as a 
fourth factor of cost or a direct profit and loss charge? There 
are two answers to this question, each governed by the surround- 
ing facts. 

First, if the spoilage is normal, the loss “L” can be closed out 
of the spoiled goods account into the overhead account and thus 
back into the goods-in-process account. By normal we mean that 
the percentage of spoilage is nearly identical with that of expe- 
rienced manufacturers of the same product. 

Second, if the spoilage is abnormal and entirely out of pro- 
portion in its percentage when compared with other manufac- 
turers, it is not good accounting to close the balance of the spoiled 
goods accounts into the overhead account whence it will get into 
goods-in-process, which in due course is bound to be absorbed 
in the cost of the finished product. If the accounting methods of 
a manufacturing plant permit of such a deferring of loss it is 
apparent even to the uninitiated that an inflated value is brought 
about. 
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Surely it is a fact that the product spoiled is worth only what 
the material will bring as scrap. Why, then, can we venture to 
deceive ourselves and allow the labor and overhead accumulated, 
up to the point where the product is rendered unfit, to be con- 
sidered as having any value? But we do deceive ourselves, and 
we do consider labor and overhead on spoilage as at their original 
value—but in another form—if we allow our overhead account 
to absorb any portion of abnormal spoiled work other than the 
scrap value of the material only. 

In one large manufacturing concern where there had occurred 
a tremendous amount of spoilage in munitions, it was found upon 
analyzing the overhead account that the loss on every piece of 
spoiled work had been charged to that account. 

At this point one might suggest that even if the loss on 
abnormal spoilage did find its way into the goods-in-process 
account through the overhead account, and thence to the finished 
goods account, this additional cost would decrease the profits to 
the amount of the charge included. No doubt this would be true, 
but this reasoning is not a logical excuse for permitting the goods- 
in-process account or the finished goods account to be shown on 
the balance-sheet at inflated values. And again, so far as a reduc- 
tion of profits is concerned, it would be taken care of when the 
loss occasioned by the spoilage was deducted directly from the 
profits or added as an additional cost before net profits were 
ascertained. 

The reason for mentioning the alternatives—treating loss on 
abnormal spoilage as a profit and loss charge or as a fourth factor 
of cost—lies in the fact that there can arise two conditions, each 
one necessitating a different method of disposal. If a manufac- 
turer producing commodities on a cost-plus-fixed-profit basis, by 
hiring inexperienced labor or by operating inferior machines, 
brings about a spoilage in product far above what is normal, it 
is a foregone conclusion that this extra charge or loss should 
never be considered as an element of cost, to say nothing of the 
profit, based on cost, that would accrue at its inclusion. The 
correct method of treatment in this case is to charge it directly 
to profit and loss. 

Where the cost-plus-fixed-profit basis does not exist in a 
manufacturing concern, but the product is sold in the ordinary 
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way on straight order and sale basis, the abnormal spoilage should 
be considered as an additional cost of production distinct from 
material, labor or overhead; and, although it can be shown on 
the income statement as an additional element of cost, in the ledger 
it should never pass into the goods-in-process account. Instead 
it should go directly to the profit and loss account, for there is 
no reason for deferring the charge to a later period. The loss— 
the measure of inefficiency—should penalize the period. The 
entire balance should be absorbed. 

The fallacy of letting overhead absorb spoilage can perhaps 
be brought out more clearly if hypothetical cases be assumed. 
Three shells are started in process simultaneously. The first 
shell, cut down to a smaller size than allowance permits, is 
spoiled. The second one for another reason is rendered unfit 
for further work and is scrapped. As a result, the cost to the 
point where shells No. 1 and No, 2 are spoiled is absorbed in the 
overhead charge to No. 3. If now a financial statement were 
desired, would it be right or proper accounting to consider for 
balance-sheet purposes that No. 3 represented in value the charges 
made to it? Would the overhead charge to No. 3 represent 
actual value? 

To sum up all the foregoing: waste and spoilage are not to 
be considered similar from an accounting standpoint, although 
in the final analysis both will represent the value of scrap. Spoil- 
age is divided into normal and abnormal. Waste and normal 
spoilage are correct additions to manufacturing overhead. 
Abnormal spoilage is not, but instead passes directly into the profit 
and loss account in the ledger, while in the income statement it 
may be found in the profit and loss section when the business is 
on a cost-plus-fixed-profit basis or in the cost of goods section, 
as a fourth factor of cost, if the business is on the ordinary sales 
basis. 
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EDITORIAL 
Tax Returns on Basis of Consolidated Accounts 


The course of federal taxation legislation seems to be a piling 
of complexity upon complexity, and the destination a state of con- 
fusion from which only the most adept can extricate the confounded 
taxpayer. The legal profession, which was greatly responsible for 
the formulation of our tax laws, is struggling manfully to find out 
what the laws mean, but with remarkably poor success. The busi- 
ness man, after spending a few weeks in contemplation of the law, 
the rulings and the court decisions, comes to the conclusion that 
he never will understand the law, and the only thing he can do is 
to make as honest a return as possible. 

It has been stated recently that the promulgation of laws such 
as those now governing collection of revenue by taxation is directly 
beneficent to the accounting profession. If anyone can be supposed 
to know how the law should be interpreted, the accountant is that 
one. Many accountants do not regard the federal tax laws as a 
professional asset, but rather as a liability. They claim, with con- 
siderable justification, that the income tax returns must be made 
up at a time when the profession is already overburdened with 
work, and that the revenue from the preparation of returns is 
either small or nothing. 

Nevertheless, it is true that in the long run the profession will 
derive an immense benefit from the fact of tax legislation. Now, 
more than ever, the business world is compelled to set its house in 
order, and the accountant is in increasing demand. Furthermore, 
the preparation of returns will ultimately be a source of benefit to 
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the accountant. The taxpayer may try various other agencies to 
accomplish the preparation of accurate returns, but finally he must 
come to the accountant, for there is no other profession which has 
the training to enable it to deal at all comprehensively with the 
intricacies of tax returns, 

Since the enactment of the law of October 3, 1917, the com- 
mitte on federal legislation of the American Institute of Account- 
ants has been watching with great care the course of regulation 
and administration. There were many things which seemed to the 
committee to require either protest or argument, but with a wise 
restraint the committee determined to direct its attention to one or 
two of the most important factors in the case, and to seek for 
satisfactory administrative rulings on those points. 

Chiefly, the committee has devoted its attention to the question 
of the making of returns for holding companies and for organiza- 
tions consisting of several corporate entities. The institute through 
its committee has conscientiously urged the adoption of the con- 
solidated accounts as a basis of return for tax purposes. 

In the January issue of THe JouRNAL OF ACCOUNTANCY we 
published a brief prepared by the institute and submitted to the 
government, and it may not be amiss to reproduce short excerpts 
from the arguments then adduced. 


The present law constitutes a strong temptation to tax evasion, such 
as was not created by the relatively small income taxes heretofore 
imposed. If, therefore, the tax payable by corporations operating largely 
through subsidiary companies is to be determined by the form of inter- 
corporate transactions which can be determined by the parent company 
arbitrarily, not on a commercial basis, but solely with a view to reducing 
taxes to a minimum, the burden of the tax in each case will depend on the 
skill or lack of skill and the restraint or lack of restraint in adjusting 
intercorporate relationships. It will thus be unevenly distributed, the 
heaviest burden falling on those who are most scrupulous. 

If the rule which we advocate be adopted, the tax will be based on the 
real facts and determined by the relation between true income and the 
true investment of the group of companies as a whole. 

The heaviness of the excess profits tax will doubtless lead in many 
cases to attempts at evasion, but unjust incidence of the tax will tend even 
more to stimulate evasion, since the taxpayer will look on the methods 
which he adopts not as an evasion, but as a necessary precaution to prevent 
the inequality of the tax imposing an undue burden on himself. 

When everyone is called on, not only to pay taxes, but to contribute 
in other ways to the prosecution of the war, it is highly important to 
inspire confidence in the fairness of the distribution of the financial burden 
which the government is compelled to impose, and we believe, therefore, 
that the importance of the proposal we advocate is not limited to the 
purely financial effect of the amount of taxes payable by the individual 
corporation affected. 
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For many years the accounting profession has been vitally in- 
terested in the principle of consolidated accounts. At times there 
has been much opposition to the principle thus advocated, but the 
profession generally has adhered to the theory which seemed to it 
sound. 


At the congress of accountants held in St. Louis in 1904 a 
strong argument in favor of the adoption of consolidated state- 
ments was presented, and a portion of a paper read at that time 
will be of general interest: 


During the last few years the correct statement of the earnings of a 
company controlling a number of subsidiary companies has required much 
consideration. Legally, the earnings of such a corporation consist of the 
results of its own operations, together with any dividends which may be 
declared on the stocks which it owns in the subsidiary companies; and 
so long as these stocks represent only minority interests in companies which 
are not in any way controlled or operated by the directors of the holding 
company, it would seem that a profit and loss account prepared in such 2 
way would be a correct and proper statement from an accounting as well 
as from a legal point of view. During recent years, however, the prac- 
tice of consolidating a number of concerns by a control of stock rather 
than by an absolute purchase of the business has grown in favor, and con- 
sequently it is usual to find the holding company owning -either the whole or 
a large majority of the stocks of a number of companies doing a similar 
business, appointing the directors of these sub-companies, dictating their 
policy and generally acting in every way as if it absolutely owned the 
whole property. Under such conditions it is submitted that no statement 
of earnings can be considered correct which does not show in one account 
the profits and losses of the whole group of companies, irrespective ot 
whether dividends have or have not been declared thereby. If this prin- 
ciple be not insisted upon, it is within the power of the directors of the 
holding company to regulate its profits according not to facts, but to their 
own wishes, by distributing or withholding dividends of the subsidiary 
companies; or even largely to overstate the profits of the whole group by 
declaring large dividends in those sub-companies which have made profits, 
while entirely omitting to make provision for losses which have been 
made by other companies in the group. It is doubtful whether there is 
any existing law which could legally require a corporation to make up 
its statement of profits on the basis here suggested, but possibly it may 
eventually be found that the ordinary rule referred to at the commence- 
ment of this paper, of a reasonable valuation of assets, may be made to 
cover this point for the following reasons: 

It is clear that whatever the value of an investment in a corporation 
may be at a particular date, its value at any subsequent date (other things 
being equal) must be greater or less by the amount of the profits or 
losses made during the intervening period. Even if other conditions at 
the two dates are not the same, and, quite apart from any consideration 
of the earnings or losses during the intervening period, if there is a 
considerable appreciation or depreciation in the investment, that apprecia- 
tion or depreciation must undoubtedly be more or less, respectively, by 
reason of profits earned or losses incurred. In this case the change in 
value of the asset is at any rate partly due to the result of the operations 
for the purpose of which the investment is held. On the general prin- 
ciple, therefore, that a profit and loss account should take into account all 
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profits and losses resulting from the trading operations, but should not 
take into account the profits or losses arising from a revaluation of capital 
assets, it may eventually be held, on legal as well as on accounting prin- 
ciples, that the statement of earnings presented by a holding company is 
not correct unless it takes into account by way of either a reserve or a 
direct addition to or deduction from the capital value of the investment 
the profits or losses made in operating the subsidiary companies. 


One other difficult point is the determination of what is or is not a 
constituent company whose profits and losses should be brought into 
account in this manner. It is suggested that this depends partly on the 
proportion of stock owned and partly upon the degree of control exercised 
by the holding company. When the latter owns at least a majority of the 
stock, operates the company, dictates its policy and practically treats its 
property as its own, subject to the right of the minority stockholders to 
receive a share of the profits, the conditions would appear to be such as 
to require the proportion of profits and losses corresponding to the stock 
owned to be taken up; while, on the other hand, a mere majority owner- 
ship of stock without any effective control of the management and opera- 
tion might properly be treated as an investment only, subject to the same 
rules as other investments of a similar character. 


It is gratifying to note that the war excess profits regulations 
which have been issued recognize, at least to a great extent, the 
principle of taxation on the basis of consolidated returns of parent 
and affiliated companies which the institute urged in its brief. 

Article 78, of regulation 41, does not definitely provide for con- 
solidated returns in all such cases, but it gives the commissioner 
of internal revenue the right to require such returns. It outlines 
the procedure to be followed in cases in which consolidated returns 
are accepted, thus implying that such returns tendered voluntarily 
may be accepted. It also indicates that the object of securing con- 
solidated returns is more equitably to determine invested capital 
or taxable income. Equity calls for fairness to both parties, the 
government and the taxpayer, and in the great majority of cases 
fairness to one or the other will require the adoption of the con- 
solidated return as the basis of tax. Ultimately, therefore, the 
provisions of article 78 will prove broader in their scope than a 
first reading might suggest. 





Computation of Excess Profits and Income Taxes. 

One of the prominent accounting firms brings to our attention 
an excellent method for the computation of war excess profits and 
income taxes, and we are glad to publish it for the information of 
readers. The automatic check provided by this system is of the 
utmost value. 
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WAR EXCESS PROFITS TAX 


(This table is applicable to corporations, joint stock companies, asso- 
ciations and insurance companies, to partnerships and to individuals having 
a business, profession or occupation except such as have no invested 
capital or not more than a nominal capital and concerns for which the 
specific deduction of $3,000 or $6,000 exceeds 6 per cent. of the invested 
capital, i. e., corporations whose invested capital is less than $50,000 and 
partnerships and individuals whose invested capital is less than $100,000.) 


P A B 
om Sones, Mee eee 
come*’ to 7% 8°% 9% fractions 7% 85 9% 
“invested = (Minimum Figures (Maximun (See (Figures correct to 2nd decimal 
capital’’ exemption exact) exemption) Note 1) (For fractions see Note 1) 
7 ‘ = ‘a 20 ar 
8 .20 a a 20 2.50 - 
9 40 20 iia 20 4.44 2.22 a 
10 .60 40 .20 20 6.00 4.00 2.00 
11 80 60 40 20 7.27 5.45 3.64 
12 1.00 80 60 20 8.33 6.67 5.00 
13 1.20 1.00 80 20 9.23 7.69 6.15 
+ 1.40 1.20 1.00 20 10.00 8.57 7.14 
15 1.60 1.40 1.20 25 10.67 9.33 8.00 
6 1.85 1.65 1.45 25 11.56 10.31 9.06 
17 2.10 1.90 1.70 25 12.35 11.18 10.00 
18 2.35 2.15 1.95 25 13.06 11.94 10.83 
19 2.60 2.40 2.20 25 13.68 12.63 11.58 
20 2.85 2.65 2.45 35 14.25 13.25 12.25 
21 3.20 3.00 2.80 35 15.24 14.29 13.33 
22 3.55 3.35 3.15 35 16.14 15.23 14.32 
23 3.90 3.70 3.50 35 16.96 16.09 15.22 
24 4.25 4.05 3.85 35 17.71 16.88 16.04 
25 4.60 4.40 4.20 45 18.40 17.60 16.80 
26 5.05 4.85 4.65 45 19.42 18.65 17.88 
27 5.50 5.30 5.10 45 20.37 19.63 18.89 
28 5.95 5.75 5.00 45 21.25 20.54 19.82 
29 6.40 6.20 6.06 45 22.07 21.38 20.69 
30 6.85 6.65 6.45 45 22.83 22.17 21.50 
31 7.30 7.10 6.90 45 23.55 22.90 22.26 
2 7.75 7.55 700 45 24.22 23.59 22.97 


33 8.20 8.00 7.80 60 24.85 24.24 23.64 
40 12.40 12.20 12.00 60 31.00 30.50 30.00 
50 18.40 18.20 18.00 60 36.80 36.40 36.00 
60 24.40 24.20 24.00 60 40.67 40.33 40.00 
70 30.40 30.20 30.00 60 43.43 43.14 42.86 
80 36.40 36.20 36.00 60 45.50 45.25 45.00 
90 42.40 42.20 42.00 60 47.11 46.89 46.67 
100 48.40 48.20 48.00 60 48.40 48.20 48.00 
2 108.40 108.20 108.00 60 54.20 54.10 54.00 


Notes—(1) In computing A for any fractional percentage, take the 
percentage of that fraction shown in the fifth column, e. g., to compute 
A for 22.4 per cent. on the basis of 9 per cent. exemption, add to 3.15 
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shown opposite 22, 35 per cent. of .4 or .14, giving desired result, 3.29 
per cent. For any percentage, B is always ascertainable by dividing 
A by P. 

(2) The exemptions fixed by the act of $3,000.00 for corporations and 
$6,000.00 for partnerships and individuals were necessarily omitted in the 
above calculations, but the exact amount of the tax may be determined by 
deducting from the result obtained by applying the above percentages 
$600.00 in the case of corporations and $1,200.00 in the case of individuals 
and partnerships. 

(3) These percentages do not include the taxes on income prescribed 
by the act of September 8, 1916, and by the war revenue act of 1917 before 
determining which the war excess profits tax as assessed is deductible. 
These taxes are, in general, 6 per cent. for corporations and 4 per cent. 
(after allowing for certain exemptions) for individuals. 


COMPUTATION OF WAR EXCESS PROFITS AND INCOME 
TAXES (CORPORATIONS) 





























A Tel GO inc ccccestticnssnimassseeaerian $ 
OE Ce oe anne os ee bead aes enema $ 
C Less dividends from corporations subject to tax..... 
D Income subject to war excess profits and war income 
En ee Per eae er rye err ee ee 
TS 3s CE GN oka cdsakedcscdie cnsicone % 
Tax 
Income rate Taxes 
....% (E) of invested capital (A) $ 
Specific exemption ..............- 3,000.00 
SIE idiviscenceanmaaaene $ 
Amount of D not in excess of 15% 
Amount of D not in 
excess of 15% 
OE Oe cnsseusnads 
*Less — Deduction 20% $ 
Amount of D in excess of 15% and 
not in excess of 20% of A.... 25% 
Amount of D in excess of 20% and 
not in excess of 25% of A.... 35% 
Amount of D in excess of 25% and 
not in excess of 33% of A.... 45% 
ONO DE OD hc diekic oo sa0.0%5005400 60% 
SS 06 DD nah cdvchnvosas $ *¥$ 





* Where deduction exceeds 15% of A it may be applied against suc- 
cessive amounts of D until exhausted. 
** War excess profits tax. 
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Less — War excess profits tax 





Subject to war income tax........ $ 4% 
Add — Amount of C........ 
Subject to income tax............ $ 2% 
Me FID ba skeenlaes cde duwdawesdsane $ 








PROOF OF COMPUTATION OF WAR EXCESS PROFITS TAX 
I ON Ie i i aa eyes aickemaneecs % 
Percentage of tax to invested capital (A) as shown 
By GHEE GE POPCONEARES ... 65 ooccciinccccccccccs % 
eam % of invested capital (A) ........cccccccees $ 


Less — Correction for specific exemption...... 600.00 





Amount of war excess profits tax as above $ 
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Incomej Tax Department 
Epitep BY JoHN B. Niven, C.P.A. 


Important regulations relative to the income tax and war excess profits 
tax have been issued by the treasury department in the form of regula- 
tions No. 33, revised, and No. 41. 

It would be impossible to reproduce in these pages the lengthy regula- 
tions relative to income tax, but regulations dealing with the war excess 
profits tax are given below. 

There have been few treasury decisions since the date of the last issue 
of THe JourNAL or AccountTANcy. They are reproduced below. 


TREASURY DECISIONS 
(T. D. 2633, January 22, 1918) 


Extending the provisions of treasury decision 2615 of December 13, 1917. 
which granted an extension of time in which to file returns of 
annual net income by corporations with an established 
fiscal year ended on the last day of some month 
during the year 1917 except December 31, 1917 


The provisions of T. D. 2615, December 13, 1917, extending the time to 
February 1, 1918, to corporations filing returns for war income and war 
excess profits taxes, pursuant to the act of October 3, 1917, on the basis 
of a fiscal year ended on the last day of some month during the year 1917 
(except December 31, 1917) are hereby amended so as to extend the time 
for filing such returns until March 1, 1918. This extension applies also 
to returns of annual net income of such corporations which were due 
subsequent to October 16, 1917, the date of T. D. 2561 (extending the 
time to January 1, 1918) but prior to March 1, 1918. 


(T. D. 2650, February 9, 1918) 
The time for filing returns due subsequent to October 16. 1917, and on or 
before March 1, 1918, for income, war income and war excess 
profits taxes is extended to April 1, 1918 


Because of unavoidable delay in the preparation of forms and regula- 
tions for the war excess profits tax, and hence in the preparation of the 
related forms and regulations for returns for the income and war income 
taxes, and in order to afford taxpayers a necessary period for the prepara- 
tion of returns after receiving the forms and regulations, the time for 
filing returns due after October 16, 1917, and on or before March 1, 1918, 
pursuant to the act of September 8, 1916, and the act of October 3, 1917, 
for income, war income and war excess profits taxes, whether they are 
to be made on the basis of the calendar year or of a fiscal year ended 
during the year 1917, is hereby extended to April 1, 1918. So far as this 
extension applies to the returns of corporations to be made on the basis 
of a fiscal year other than the calendar year, it amends the provisions of 
T. D. 2561, as amended by T. D. 2615 and 2633. 
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(T. D. 2649, January 30, 1918) 


Returns made by dealers in merchandise or securities on the basis of 
inventories taken at “cost or market value, whichever is lower” will, 
pending a decision as to the legality of this basis, be 
accepted subject toamendment. “A dealer” defined. 


T. D. 2609, issued under date of December 19, 1917, authorizes dealers 
in merchandise and dealers in securities to make their income tax and 
excess profits tax returns upon the basis of inventories taken “at cost or 
at market price, whichever is lower.” 

The legality of this authorization having been questioned, the matter 
was referred to the attorney general, who advises that the general 
principle at issue is involved in cases pending in the supreme court of the 
United States and that an early decision may be reasonably expected. 
Pending this decision returns made upon the basis of T. D. 2609 will be 
tentatively accepted. 

If the ruling of the attorney general should be adverse to the principle 
enunciated in the treasury decision referred to, dealers in merchandise or 
in securities who shall have made returns on the basis of inventories taken 
at a value other than cost will be required to make amended returns upon 
the basis of inventories taken at cost. In making their returns in the 
first instance, for the taxable year 1917, dealers in merchandise or in 
securities will be required to indorse upon or attach to such returns a 
statement specifying the basis upon which the inventories were taken, 
whether at cost or market price. 

For the purposes of T. D. 2609 and this decision, a dealer in securities 
is a merchant of securities, whether an individual, partnership, or corpora- 
tion, with an established place of business and whose priricipal business is 
the purchase of securities and their resale to customers—that is, one who, 
as a merchant, buys securities and sells them to customers with a view 
to the gains and profit that may be derived therefrom. Taxpayers who 
buy and sell or hold securities for investment or speculation, and not in 
the course of an established business, officers of corporations or members 
of partnerships who in their individual capacities buy and sell securities 
are not “dealers in securities” within the meaning and purpose of T. D. 
2609 or this decision, and in all such latter cases inventories, if taken, 
must be taken at cost and the gain or loss will be determined and taken 
into account as the securities are sold and the transactions closed. 


REGULATIONS No. 41 


Relative to the war profits tax, imposed by Title II, Act of October 3, 1917 
DEFINITIONS 


Article 1. Definitions—When used in these regulations the terms 
defined in articles 2 to 9, inclusive, shall, unless otherwise indicated by 
the context, be deemed to be used only with the scope or meaning ascribed 
to them respectively in such articles. 

Art. 2. Corporation—The term “corporation” includes joint-stock 
companies or associations, no matter how created or organized, insurance 
companies, and limited partnerships. 

Art. 3. Domestic and foreign—The term “domestic” means created 
under the law (statutory or other) of the United States or any state 
thereof, Alaska, Hawaii, or the District of Columbia, and the term 
“foreign” means created under the law (statutory or other) of any other 
possession of the United States or of any foreign country or government. 

Art. 4. United States—The term “United States” (when used in a 
geographical sense) means only the states thereof, Alaska, Hawaii, and 
the District of Columbia. 
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Art. 5. Taxable year.—The term “taxable year” means the 12 months 
ending December 31 of each year, except in the case of a corporation or 
partnership which has fixed its own fiscal year, in which case it means 
such fiscal year. The first taxable year is the year ending December 31, 
1917, except that in the case of a corporation or partnership which has 
fixed its own fiscal year, the first taxable year is the fiscal year ending 
during the calendar year 1917. (For special provisions as to prorating 
the amount of tax due for the portion of any fiscal year ending during 
the calendar year 1917, see articles 19 and 20.) 

Art. 6. Pre-war period.—The term “pre-war period” means the calendar 
years 1911, 1912, and 1913, or if a corporation or partnership was not in 
existence or an individual was not engaged in the trade or business during 
the whole of such three years, then as many of such years during the 
whole of which the corporation or partnership was in existence or the 
individual was engaged in the trade or business. 

Art. 7. “Trade,” “business,” “trade or business” in case of corporations 
and partnerships—In the case of a corporation or partnership all income 
from whatever source derived is deemed to be received from its trade or 
business, and the terms “trade,” “business,” and “trade or business” include 
all sources of income. 

Art. 8. “Trade” in the case of individuals.—In the case of an individual, 
the terms “trade,” “business,” and “trade or business” comprehend all his 
activities for gain, profit, or livelihood, entered into with sufficient 
frequency, or occupying such portion of his time or attention as to con- 
stitute a vocation, including occupations and professions. When such 
activities constitute a vocation they shall be construed to be a trade or 
business whether continuously carried on during the taxable year or not, 
and all the income arising therefrom shall be included in his return for 
excess-profits tax. 

In the following cases the gain or income is not subject to excess- 
profits tax, and the capital from which such gain or income is derived 
shall not be included in “invested capital”: (a) Gains or profits from 
transactions entered into for profit, but which are isolated, incidental, 
or so infrequent as not to constitute an occupation, and (b) the income 
from property arising merely from its ownership, including interest, rent, 
and similar income from investments except in those cases in which the 
management of such investments really constitutes a trade or business. 

Art. 9. “Dividend.”—The term “dividend” has the same meaning as in 
section 31 of the act of September 8, 1916, as amended by the act of 
October 3, 1917. (See income tax regulations, art. 106.) 





CoRPORATIONS, PARTNERSHIPS, AND INDIVIDUALS SUBJECT TO THE TAX 


Art. 10. Corporations.—Every domestic corporation which has for the 
taxable vear a net income of $3,000 or more is, unless exempt under 
article 13, required to make a return and to pay the tax, if any. 

Every foreign corporation which has for the taxable year a net income 
of $3,000 or more from sources within the United States is, unless exempt 
under article 13, required to make a return and to pay the tax, if any. 

Art. 11. Partnerships—Every domestic partnership which has for the 
taxable year a net income of $6,000 or more is, unless exempt under 
article 13, required to make a return and to pay the tax, if any. 

Every foreign partnership which has for the taxable year a net income 
of $3,000 or more from sources within the United States is, unless exempt 
under article 13, required to make a return and to pay the tax, if any. 

Art. 12. Individuals—Every citizen or resident of the United States 
who has for the taxable year an aggregate net income in excess of $6,000 
from trades, businesses, occupations or professions, is, unless exempt 
under article 13, required to make a return and to pay the tax, if any. 
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Every nonresident alien individual who has for the taxable year an 
aggregate net income of $3,000 or more from trades, businesses, occupa- 
tions, or professions carried on within the United States is, unless exempt 
under article 13, required to make a return and to pay the tax, if any. 

Art. 13. Exemptions.—The following are exempt from the tax: 


(a) Corporations exempt under the provisions of section 11 of title I 
of the act of September 8, 1916, from the tax imposed by such title. (See 
income tax regulations, arts. 67, ff.) 


(b) Partnerships carrying on or doing the same kind of business or 
coming within the same description. 

(c) Individuals to the extent that they carry on or do the same kind 
of business or come within the same description. 


RATES AND COMPUTATION OF TAX 


Art. 14. Classification of net income.—For the purposes of the excess 
profits tax net income which is subject to the tax shall be divided into two 
classes, as follows: 

A. Net income which is derived from a trade or business having no 
invested capital, or not more than a nominal capital, including in the case 
of an individual salaries, wages, fees, or other compensations; and 

B. Net income which is derived from a trade or business having 
invested capital. 


In the case of a corporation or partnership, all the trades and businesses 
in which it is engaged will be treated as a single trade or business (as 
provided in sec. 201), and its entire income will be held to be of the same 
class as the income from its principal trade or business. 

In the case of an individual the net income subject to the excess profits 
tax shall be classified as provided in this article. Net income of class A 
shall be taxed as provided in article 15, and net income of class B shall 
be taxed as provided in article 16. 


Art. 15. Rate of tax on income of class A——The tax upon net income 
of class A as defined in article 14 shall be computed at the rate of 8 per 
cent. upon the amount thereof in excess of $3,000 in the case of a domestic 
corporation; upon the amount thereof in excess of $6,000 in the case of a 
domestic partnership or of a citizen or resident of the United States; and 
upon the whole thereof in the case of a foreign corporation or partnership 
or of a nonresident alien individual. 

Art. 16. Rate of tax on income of class B.—The tax upon net income 
of class B as defined in article 14 shall, except as otherwise provided in 
article 17, be computed at the following rates: 


20 per cent. of the amount of the net income in excess of the 
deduction (determined as provided in articles 21, 23, and 24) and not 
in excess of 15 per cent. of the invested capital for the taxable year; 

25 per cent. of the amount of the net income in excess of 15 per 
cent. and not in excess of 20 per cent. of such capital; 

35 per cent. of the amount of the net income in excess of 20 per 
cent. and not in excess of 25 per cent. of such capital; 

45 per cent. of the amount of the net income in excess of 25 per 
cent. and not in excess of 33 per cent. of such capital; 

60 per cent. of the amount of the net income in excess of 33 per 
cent. of such capital. 

Illustrations.—(1) A corporation has a capital of $100,000, pre-war earnings of 7 
per cent, and a net income for the taxable year of $75,000. 


The deduction allowed will be 7 per cent of the capital, or $7,000, plus $3,000 
specific deduction, a total of $10,000. 
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The amount of the net income taxable at each rate will be as follows: 
In excess of the deduction and not in excess of 7 ~- cent of the capital (rate, 


20 per cent). shea nashast cedwawewes CLE Sry i Ee cose OS 000 

In excess of 15 per cent of the capital and not. in excess of ‘20 per cent. thereof 
RR Pe I ree a FE AI prey ‘ 5,000 

In excess of 20 per cent of the capital and not in excess of 25 per cent thereof 
Br I Ea rt FP ++. 5,000 

In excess of 25 per cent of the capital and not in excess of 33 per "cent thereof 
ee errr eee a ccovecceesion GRO 
In excess of 33 per cent of the capital (rate, — |: ear Seen ae consee 8j000 

The tax would then be computed as follows: 

SO OP CE GE Ae nin 0 00850605aasinnssises season pce k Ree eae TT. 
SE DT SD Se Hs 6:h-4-0.5-0-0-00-000:40. 60500 50 erasers etebdanan ery eS 
i i - Se Ber 64.4.6 ap belek eded ca mamedae anne irlid ge qublateacadsage sh tana oe 63,780 
Ok: Gt I Ge Rs 6.5.6 oe anscbnnee bk aanesabebiddh bend eehmeaued itieks ee 
60 per cent of $42,000............ PE er re éb006abibinsdantkanee 25,200 
Tete WE cvccees (picmeeeee Lipinenenreekenmne ee eee Ree S . -$32,800 


(2) An individual or partnership has a capital of $100,000, pre-war earnings of 8 
per i and a net income for the taxable year of $22,500 
The deduction allowed will be 8 per cent of the capital, or $8,000, plus $6,000 
specific deduction, a total of $14,000. 
The amount of the net income taxable at each rate will be as follows: 
In excess of the deduction and not in excess of 15 ne cent of the capital (rate, 


Se POF“ eR ++. $1,000 
In excess of 15 per cent of the capital and not in excess of 20 ms cent thereof 
CSORR, BE DOF GORE) 06.0 onceccccccvesnsteeoenrs rer ere 5,000 
In excess of 20 per cent of the anne and not in excess of 25 per "cent thereof 
(rate, 35 per cent)....... $60 6aeennsee Pecesceveccosocene jnediecewseeee ++ 2,500 
The tax would then be congtiet as follows: 
SO BE GC Gr io 5.0.00 60.66.9666 0900600652456 086640-64 5 Coe see eiesReasaD 200 
25 per Cent OF $5,000... .cccccccces PO Pr ee re re ee ey eos a66ecenne. Se 
35 per cent of $2,500...... Pe errr Tere ere (abeesanesa cans (tthnttensene 875 
: eee errr rer odeeeass soaagena PS ere 6tedocecs BEE 


Art. 17. When deduction exceeds 15 per cent. of invested capital_— 
In any case in which the deduction determined as provided in articles 
21, 23, and 24 is greater than 15 per cent. of the invested capital and 
therefore cannot be fully allowed under the first rate or bracket of 
article 16, then any remaining portion of the deduction will be allowed 
under the second bracket, and continued if necessary into the succeeding 
bracket or brackets until the entire amount of the deduction is allowed. 


Illustrations.—(1) A corporation has a capital of $9,000, pre-war earnings of 9 
per cent; and a net income for the taxable year of $10,000. 


The deduction allowed will be 9 per cent of the capital, or $810 plus $3,000 specific 
deduction, a total of $3,810. 


The amount of the net income in each bracket will be as follows: 


15 per cent of the capital...... Peer ee Tee ee Te ee eT ee ee ee $1,350 
In excess of 15 per cent of the capital and not in excess of 20 per cent thereof 450 
In excess of 20 per cent of the capital and not in excess of 25 per cent thereof 450 
In excess of 25 per cent of the capital and not in excess of 33 per cent thereof 20 
In excess of 33 per cent of the capital....... bjvenerbebnrctoghernhesiaesen ane 7,030 


Tt is evident that the total eeeten of $3,810 is greater than 15 per cent of the 
capital and so is not fully absorbed by the amount of net income not in excess of 15 
per cent of the capital. In such case, applying article 17, the total deduction of 
$2,810 will be distributed as follows: 

$1,350 in the first bracket, leaving nothing to be taxed at the 20 per cent rate. 

$450 in the second bracket, leaving nothing to be taxed at the 25 per cent rate. 

$450 in the third bracket, leaving nothing to be taxed at the 35 per cent rate. 
$720 in the fourth bracket, leaving nothing to be taxed at the 45 per cent rate. 


There still remains $840 of the deduction to be allowed in the fifth bracket against 
the $7,030 of income which would otherwise to taxable under that bracket. There 
would then be $6,190 of net income left to be taxed at the 60 per cent rate under 
the fifth bracket. Hence, the total excess-profits tax in this case would be $3,714. 

(2) An individual or partnership has a capital of $40,000, pre-war earnings of 9 per 
cent, and a net income for the taxable year of $12,000. 


The deduction allowed will be 9 per cent of the capital, or $3,600, plus $6,000 specific 
deduction, a total of $9,600. 
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The amount of the net income in each bracket will be as follows: 
ee I nd, ns bE SARDERE MAEDA ASEM AEE ROR eR eee wee $ 
In excess of 15 per cent of the capital and not in excess of 20 per cent thereof 2,000 
In excess of 20 per cent of the capital and not in excess of 25 per cent thereof 2,000 
In excess of 25 per cent of the capital and not in excess of 33 per cent thereof 2,000 


It is evident that the total dedution of $9,600 is greater than 15 per cent of the 
capital and so is not ~~ absorbed by the amount of net income not in excess of 15 
per cent. of the capital. In such case, applying article 17, the total deduction of $3,600 
will be distributed as follows: 

$6,000 in the first bracket, leaving nothing to be taxed at the 20 per cent rate. 

$2,000 in the second bracket, leaving nothing to be taxed at the 25 per cent rate. 

$1,600, the balance of the deduction, to be allowed against the $2,000 of income in 
the third bracket. 

There would then be $400 of income left in the third bracket to be taxed at the 35 
per cent rate, and $2,000 in the fourth bracket to be taxed at the 45 per cent rate. 
Hence, the total excess-profits tax in this case would be $1,040. 

Art. 18. Constructive capital for application of rates. — Where the 
deduction allowed to a taxpayer is determined under article 24, the 
invested capital for the purrose of applying the rates of taxation under 
article 16 shall be deemed to be an amount which bears the same ratio 
to the net income of the trade or business for the taxable year which the 
average invested capitat for the corresponding calendar year of repre- 
sentative corporations, partnerships, and individuals engaged in a like or 
similar trade or business bears to their average net income. 


The commissioner of internal revenue in determining for any calendar 
year the ratio which the average invested capital of representative corpora- 
tions, partnerships, and individuals engaged in any particular trade or 
business bears to their average net income will include the invested 
capital and net income of representative corporations and partnerships 
for fiscal years ending during such calendar year. 

For the purpose of applying this article in the case of a corporation 
or partnership which has fixed its own fiscal year, the ratio determined 
for the calendar year ending during such fiscal year shall be used. 

Art. 19. Computation of tax for fiscal year, part of which falls 
within calendar year 1916—If a corporation or partnership prior to 
March 1, 1918, makes a return for a fiscal year, part of which falls 
within the calendar year 1916, the tax for the first taxable year shall 
be that proportion of the tax computed upon the net income for such 
fiscal year which the number of months from January 1, 1917, to the 
end of such fiscal year bears to the entire number of months in such 
fiscal year. 

Art. 20. Computation of tax for period of less than 12 months.— 
If a corporation or partnership at any time, either because it has just 
designated a fiscal year as provided in sections 8 or 13 of the act of 
September 8, 1916 (see income tax regulations, arts. 31 and 211), or for 
any other reason, makes a return for a period of less than 12 months, 
the deduction will be an amount which bears the same ratio to the 
deduction allowable for a full year as the number of months in such 
period bears to 12 months. 


CoMPUTATION OF THE DEDUCTION 

Art. 21. Trade or business having invested capital—The deduction 
used in computing the rates of tax under article 16 shall, except in cases 
coming within the conditions specified in articles 23 and 24, be as follows: 

(a) In the case of a domestic corporation the sum of (1) an amount 
equal to the same percentage of the invested capital for the taxable 
year which the average amount of the annual net income of the trade 
or business during the pre-war period was of the invested capital for 
the pre-war period (except that 7 per cent. shall be used if such per- 
centage was less than 7 per cent., and 9 per cent. shall be used if such 
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percentage was more than 9 per cent., and 8 per cent. shall be used if 
the corporation was not in existence ‘during the whole of at least one 
calendar year during the pre-war period), and (2) $3,000. 

(b) In the case of a domestic partnership or of a citizen or resident 
of the United States, the sum of (1) an amount equal to the same 
percentage of the invested capital for the taxable year which the average 
amount of the annual net income of the trade or business during the 
pre-war period was of the invested capital for the pre-war period (except 
that 7 per cent. shall be used if such percentage was less than 7 per cent., 
and 9 per cent. shall be used if such percentage was more than 9 per cent., 
and 8 per cent. shall be used if the partnership was not in existence or 
the individual was not engaged in the trade or business during the whole 
of at least one calendar year during the pre-war period), and (2) $6,000. 

(c) In the case of a foreign corporation or partnership or of a non- 
resident alien individual, an amount equal to the same percentage of the 
invested capital for the taxable year which the average amount of the 
annual net income of the trade or business during the pre-war period 
was of the invested capital for the pre-war period (except that 7 per cent. 
shall be used if such percentage was less than 7 per cent., and 9 per cent. 
shall be used if such percentage was more than 9 per cent.; and 8 per cent. 
shall be used if the corporation or partnership was not in ‘existence or the 
individual was not engaged in the trade or business during the whole of 
at least one calendar year during the pre-war period). 

Art. 22. Trade or business reorganized on or after January 2, 1913.— 
If a trade or business carried on by a corporation, partnership or 
individual was formally organized or reorganized on or after January 
2, 1913, but is substantially a continuation of a trade or business carried 
on prior to that date, then the corporation or partnership shall be deemed 
to have been in existence, or the individual shall be deemed to have been 
engaged in the trade or business, prior to that date, and for the purpose 
of computing the deduction the net income and invested capital of the 
predecessor shall be deemed to have been the net income and invested 
capital of the present owner for the pre-war period. 

Art. 23. When income for pre-war period can not be satisfactorily 
determined, or when net income was low during pre-war period, or when 
there was no net income during pre-war period.—In the following cases 
the deduction shall be determined as provided in this article: 

(a) If the secretary of the treasury is unable satisfactorily to determine 
the average amount of annual net income of the trade or business for the 
pre-war period ; 

(b) If the secretary of the treasury upon complaint finds that during 
the pre-war period the percentage of the net income to the invested capital 
of the taxpayer was lower by 1 per cent. or more than the percentage of 
the net income to the invested capital of representative corporations, part- 
nerships or individuals engaged in a like or similar trade or business during 
the same period. 

(c) If, in the case only of a domestic corporation or partnership which 
was in existence during the pre-war period, or of a citizen or resident 
of the United States who was engaged in the trade or business during 
the pre-war period, the secretary of the treasury upon complaint finds that 
during the pre-war period there was no net income from the trade or 
business. 

In such cases the deduction shall be— 

(1)An amount equal to the same percentage of the invested capital for 
the taxable year which the average deduction (determined in the same 
manner as provided in article 21, without including the $3,000 or $6,000 
therein referred to) for such year of representative corporations, partner- 
ships, or individuals engaged in a like or similar trade or business, is of 
their average invested capital for such year, plus 
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(2) In the case of a domestic corporation, $3,000, and in the case of a 
domestic partnership or a citizen or resident of the United States, $6,000. 

In cases arising under subdivision (a) or (c) of this article the tax 
shall be assessed in the first instance upon the basis of a deduction com- 
puted by the use of 7 per cent. In cases arising under subdivision (b) the 
tax shall be assessed in the first instance upon the basis of a deduction 
determined as provided in article 21. 

In any case under this article a taxpayer claiming the benefit of this 
provision shall at the time of making the return file a claim for abatement 
(form 47) of the amount by which the tax so assessed exceeds a tax com- 
puted upon the basis of the deduction determined as provided in this article. 
In cases coming within the provisions of this article payment of that por- 
tion of the tax covered by the claim for abatement will not be required 
until the claim is decided. If, however, in the judgment of the commis- 
sioner of internal revenue the interests of the United States would be 
jeopardized thereby, the right is reserved to require the claimant to give 
a bond of such amount and with such sureties as the commissoner thinks 
wise to safeguard such interests. The bond shall be conditioned for the 
payment of any tax found to be due with interest thereon, and if a bond 
satisfactory to the commissoner is not given within such time as he pre- 
scribes, the full amount of the tax assessed will become immediately due 
and the amount overpaid, if any, will upon final decision of the application, 
be refunded as a tax erroneously or illegally collected. 

Art. 24. When invested capital can not be satisfactorily determined.— 
If the secretary of the treasury is unable satisfactorily to determine the 
invested capital, the deduction shall be the sum of— 

(1) An amount equal to the same proportion of the net income of 
trade or business for the taxable year as the average deduction (deter- 
mined in the same manner as provided in article 21 without including the 
$3,000 or $6,000 therein referred to) for the corresponding calendar year, 
of representative corporations, partnerships, and individuals engaged in a 
like or similar trade or business, is of their average net income, plus 

(2) In the case of a domestic corporation $3,000, and in the case of 
a domestic partnership or a citizen or resident of the United States, $6,000. 

The commissioner of internal revenue in determining for any calendar 
year the proportion which the average deduction of representative cor- 
porations, partnerships, and individuals engaged in any particular trade or 
business is of their average net income, will include the deductions and net 
income of representative corporations and partnerships for fiscal years end- 
ing during such calendar year. 

For the purpose of applying this article in the case of a corporation or 
partnership which has fixed its own fiscal year, the proportion determined 
for the calendar year ending during such fiscal year shall be used. 

In every case of a trade or business having invested capital a return 
shall be made in the first instance in accordance with article 21 or 23, but 
the taxpayer may submit therewith a statement of reason why in his 
opinion the tax should be assessed in accordance with this article. 


Net INcCOME—GENERAL PROVISIONS 


. Art 25. Exemptions.—The following classes of income are exempt from 
the tax: 

(a) Income exempt from taxation under section 4 of the act of Septem- 
ber 8, 1916, as amended. (See income tax regulations art. 5.) 

(b) Income derived from the business of life, health, and accident in- 
surance combined in one policy issued on a weekly premium payment plan. 

(c) Compensation or fees received by officers and employees under the 
United States or any state, territory, or the district of Columbia for their 
services as such. 
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Art. 26. Net income of foreign corporations, partnerships, and non- 
resident alien individuals—In the case of a foreign corporation or part- 
nership or a non-resident alien individual the net income shall be the net 
income from sources within the United States. 

Art. 27. Dividends received from a foreign corporation which is sub- 
ject to federal income tax.—In the case of income derived by a corporation 
or partnership from dividends upon the stock of a foreign corporation, part 
of whose net income is subject to the income tax, there shall be deducted 
only that proportion of the dividends received upon such stock which the 
net income of such foreign corporation from sources within the United 
States is of its entire net income. 

Where dividends upon the stock of a foreign corporation are received 
by an individual, as a part of his income from trade or business, there shall 
be included in the net income that proportion of the dividends received 
upon such stock which the net income of such corporation from sources 
outside the United States is of its entire net income. 


Net INCcOoME—COoRPORATIONS 


Art. 28. Taxable year.—The net income of a corporation for the taxable 
year shall be determined by adding (1) the amount of net income ascer- 
tained and returned for income tax purposes for such taxable year as pro- 
vided in title I of the act of September 8, 1916, as amended, and (2) the 
amount, if any, received as interest on bonds or other obligations of the 
United States, issued after September 24, 1917 (other than the interest re- 
ceived on an amount of such bonds or obligations the aggregate principal 
of which does not exceed $5,000), and deducting from the total so obtained 
the amounts received during the taxable year as dividends upon the stock 
or from the net earnings of other corporations, joint-stock companies or 
associations, or insurance companies, subject to the income tax imposed by 
title I of such act of September 8, 1916, as amended, except as otherwise pro- 
vided in article 27. 

Art. 29. Pre-war period—The net income of a corporation for the 
pre-war period shall be computed as follows: 

(a) For the calendar year 1911 by adding (1) the amount of net income 
shown in item 9 of the return made under section 38 of the act of August 
5, 1909, for the calendar year 1911, and (2) the amount of taxes paid to 
the United States within the calendar year 1911 under section 38 of such act; 

(b) For the calendar year 1912 by adding (1) the amount of net income 
shown in item 9 of the return made under section 38 of the act of August 5, 
1909, for the calendar year 1912, and (2) the amount of taxes paid to the 
United States within the calendar year 1912 under section 38 of such act; 
and 

(c) For the calendar year 1913 by adding (1) the amount of the entire 
net income shown in item 8 of the return made under section II of the act 
of October 3, 1913, for the calendar year 1913, and (2) the amount of taxes 
paid within the calendar year 1913 under section 38 of the act of August 5, 
1909, and section II or IV of the act of October 3, 1913, and deducting 
from the total so obtained the amounts received during the calendar year 
1913 as dividends upon the stock or from the net earnings of other corpora- 
tions, joint-stock companies or associations, or insurance companies, subject 
to the income tax imposed by section II of the act of October 3, 1913. 


Net INCOME—PARTNERSHIPS 


Art. 30. Taxable year.—The income of a partnership for the taxable 
year shall be determined by adding the amount of its entire net income (or 
in the case of a foreign partnership, its entire net income from sources 
within the United States) ascertained upon the same basis and in the same 
manner as provided with respect to individuals for income-tax purposes by 
title I of the act of September 8, 1916, as amended (see income tax regula- 
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tions, art. 30), including the amounts, if any, received during the year as 
interest on bonds or other obligations of the United States issued after 
September 24, 1917 (other than the interest on an amount of such bonds 
or obligations, the aggregate principal of which does not exceed $5,000), 
and deducting therefrom— 

(1) The amounts received during the taxable year as dividends upon 
the stock or from the net earnings of corporations, joint-stock companies or 
associations, or insurance companies, subject to the income tax imposed 
by title I of the act of September 8, 1916, as amended, except as otherwise 
provided in article 27; and 

(2) The deductions, if any, for salaries or interest allowed by articles 
32 and 33, if such deductions have not already been made. 

Art. 31. Pre-war period.—The net income of a partnership for each of 
the calendar years 1911, 1912, and 1913 shall be determined in the same 
manner as the net income for the taxable year, except that dividends upon 
the stock or from the net earnings of corporations, joint-stock companies 
or associations, or insurance companies, subject to the tax imposed by 
section 38 of the act of August 5, 1909, or by section II of the act of 
October 3, 1913, shall be deducted. (See art. 30.) 

Art. 32. Deductions allowed for salaries paid to partners.—In computing 
net income for purposes of the excess profits tax a partnership will be 
allowed to deduct as an expense reasonable salaries or compensation paid 
to individual partners for personal services actually rendered during the 
taxable year, if the payments are made in accordance with prior agreements 
and are properly recorded on the books of the partnership. In no case shall 
the salaries or compensation so deducted be in excess of the salaries or 
compensation customarily paid for similar services under like responsibilities 
by corporations engaged in like or similar trades or businesses. 

With respect to any period prior to March 1, 1918, regardless of 
whether a previous agreement has been made as to salaries or compensa- 
tion, a similar deduction will be allowed for services actually rendered. 

In the case of a foreign partnership the deduction shall be limited to 
those portions of salaries or compensation which are paid for services 
rendered with respect to trade or business carried on in the United States. 

A partner in his individual capacity is, however, subject to the excess 
profits tax, if any, at the 8 per cent. rate under article 15 with respect to 
any salary or compensation from the partnership for personal services 
(including any amounts allowed to the partnership as a deduction on his 
account for the period prior to March 1, 1918). 

Art. 33. Deductions allowed for interest on bona fide loans by partners.— 
In computing net income for purposes of the excess profits tax a partner- 
ship will be allowed to deduct amounts paid during the year to an individual 
partner as interest upon any bona fide loan, but no deduction for so-called 
interest upon capital will be allowed. 

Art. 34. If deduction is made under article 32 or 33, corresponding 
deduction must also be made for pre-war period.—lIf, in computing net 
income for purposes of the excess profits tax, a partnership makes a 
deduction as allowed by article 32 for salaries paid to partners during the 
taxable year, it must also in computing net income for the pre-war period 
make a corresponding deduction; and if it makes such a deduction as 
allowed by article 33 for interest paid to partners, it must also in computing 
net income for the pre-war period make a corresponding deduction for any 
such interest actually paid during that period. 


Net INCOME—INDIVIDUALS 


Art, 35. Determination of net income where there is no invested capital 
or only nominal capital—The net income which is derived from a trade 
or business having no invested capital or not more than a nominal capital, 
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including salaries, wages, fees or other compensations (constituting net 
income of class A as defined in art. 14) shall be determined for the taxable 
year by adding the total net income from all such sources (or in the case 
of a nonresident alien individual the total net income from all such sources 
within the United States) as reported for income tax purposes for the 
same year. 


Art. 36. Determination of net income for taxable year when there is 
invested capital—The net income which is derived from a trade or business 
having invested capital (constituting net income of class B, as defined in 
art. 14) shall be determined for the taxable year by adding the total net 
income from such sources (or in the case of a nonresident alien individual 
the total net income from such sources within the United States) as 
reported for income tax purposes for the same year and deducting there- 
from the deduction, if any, for salary allowed by article 39, if such deduc- 
tion has not already been made. 


There shall be excluded the amounts received during the year upon 
the stock or from the net earnings of corporations, joint-stock companies 
or associations, or insurance companies, subject to the income tax imposed 
by title I of the act of September 8, 1916, as amended. 

In the case, however, of an individual dealing in securities or otherwise 
using securities in trade or business there shall be included (1) the amount, 
if any, received as interest on bonds or obligations of the United States, 
issued after September 24, 1917 (other than the interest received on an 
amount of such bonds or obligations the aggregate principal of which does 
not exceed $5,000), and (2) such proportion of dividends received upon 
the stock of foreign corporations as is required to be included by article 27. 


Illustration.—An individual owns a farm representing an invested capital of $25,000, 
a country store with an invested capital of $6,000, and a flour mill with an invested 
capital of $10,000. His net income from the farm is $4,000, from the store $3,000, and 
from the mill $3,000. Thus his total net income of class B is $10,000. His total 
invested capital is $41,000. Assuming that his deduction is at the rate of 8 per cent., 
his total deduction will be $3,280 plus $6,000, or $9,280, to be applied against his net 


income of $10,000 in computing the tax at the Boas ae? tate s under articles 16 and 17 


The same individual allows himself a salary of $1,000 for working the farm and 
$900 for running the store, draws a salary of $1,200 as preside nt of the local bank, ane 
receives $250 in compensation for personal services of various kinds, such as road work, 
helping neighbors in harvest, etc. He also receives $300 in dividen ds on an investme nt 
in certain stocks and $100 as supervisor’s fees. The last item—that is, supervisor’s 
fees—is exempt under the law (sec. 201, subdivision a). The $300 in dividends is noi 
taxable, inasmuch as it is derived from a mere investment not connected with his trade 
or business. His net income of class A will therefore consist of his salaries and his 
compensation for personal services, a total of $3,350. Since he is entitled to a deduc- 
tion of $6,000 as to this class of income, he will have no tax to pay at the 8 per cent. 
rate under article 15. 


Art. 37. Deduction of contributions for religious, charitable, etc., pur- 
poses.—Contributions or gifts for religious, charitable, etc., purposes allowed 
as a deduction for purposes of the income tax under paragraph “Ninth” of 
subdivision (a) of section 5 of the act of September 8, 1916, as amended, 
may, subject to the limitations therein contained, be deducted in computing 
the net income of the trade or business for purposes of the excess profits 
tax only when it is shown to the satisfaction of the commissioner of internal 
revenue that such contributions or gifts are made by the trade or business 
and not by the individual in his personal capacity. 


Art. 38. Determination of net income for the pre-war period where 
there is invested capital—The net income which is derived from a trade 
or business having invested capital (constituting net income of class B 
as defined in article 14) shall be determined for each of the calendar years 
1911, 1912 and 1913 upon the same basis and in the same manner as pro- 
vided in article 36. 
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Art. 39. Deduction allowed for salary to himself—An individual 
carrying on a trade or business having an invested capital may in computing 
the net income of the trade or business for purposes of the excess profits 
tax deduct a reasonable amount designated by him as salary or compensa- 
tion for personal service actually rendered by him in the conduct of such 
trade or business. In no case shall the amount so designated be in excess 
of the salaries or compensation customarily paid for similar service under 
like responsibilities by corporations or partnerships engaged in like or 
similar trades or businesses. 

In the case of a nonresident alien individual, the amount deducted shall 
be limited to that portion of the salary or compensation which is for service 
rendered with respect to trade or business carried on in the United States. 

The amount so designated shall, however, be included in computing his 
net income of class A under article 35; and the balance of the income from 
his trade or business shall be included in computing his net income of class 
B under article 36. 


Illustration.—An individual owns and runs a newspaper having an invested capital 
of $50,000. The net income from the newspaper, without making any allowance for 
the salary of the owner, is $20,000, and, as income of class B, is subject to the gradu- 
ated rates prescribed in article 16. His deduction, as provided for in subdivision (b) of 
article 21, weuld be $4,500 (9 per cent. of his capital) plus $6,000, a total of $10,500. 
If, however, he allows himself a salary of $3,000, the net income from the newspaper 
will be $17,000, and the deduction of $10,500 will be applied against that amount. 

His salary of $3,000 must be included in his return as income of class A, which is 
subject to the 8 per cent rate under article 15. If it constitutes his only income of 
that class he will pay no tax thereon, inasmuch as it is less than the deduction of 
$6,000 to which he is entitled as to that class of income. But if, for example, he re- 
ceives in addition a salary of $4,000 as president of the local bank, his total net income 
of class A will be $7,000, and he will be required to pay a tax of 8 per cent on $1,000 
thereof, or $80. 


Art. 40. If deduction is made under article 39 corresponding deduction 
must also be made for pre-war period.—If, in computing net income for 
purposes of the excess profits tax, an individual deducts a reasonable 
amount designated as salary or compensation for personal services rendered 
by himself, as allowed by article 39, he must also in computing net income 
for the pre-war period, make a corresponding deduction. 

Art. 41. Individual member of partnership.—Inasmuch as a partner in 
his individual capacity is not considered to be engaged in trade or business 
with respect to his share in the profits of the partnership, he is not subject 
to excess profits tax thereon. Consequently, in computing his net income 
for purposes of the excess profits tax he need not include his share of 
the partnership profits. 

He shall, however, in computing his net income of class A under 
article 35, include any salary or compensation from the partnership for 
personal services iatieline any amount allowed to the partnership as a 
deduction on his account for the period prior to March 1, 1918, in accord- 
ance with article 32). 


INVESTED CAPITAL—GENERAL PROVISIONS 


Art. 42. Allowance for depletion, depreciation and obsolescence in 
computation of invested capital—The term “invested capital” as used in 
the excess profits tax law means the invested capital of the present owner. 
The basis, or starting point, in the computation of invested capital is found 
in the amount of cash and other property paid in, the original values of 
such other property being determined in accordance with the rules laid 
down in these regulations. But the computation does not stop with such 
original entries or amounts; it must take properly into account the surplus 
and undivided profits. In the computation of surplus and undivided profits, 
however, full recognition must first be given to expenses incurred and 
losses sustained from the original organization of the business concern 
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down to the taxable year, including among such expenses and losses a 
reasonable allowance for depletion, depreciation or obsolescence of 
property originally acquired for cash or for stock or shares or in any other 
manner. If value appreciation of a kind not subject to income tax (other 
than that allowed under article 55) has been taken up in the accounts, a 
deduction must be made in respect of such appreciation so taken up. In 
the computation of the invested capital for any year full effect must also 
be given to any liquidation of the original capital. 

Art. 43. How to ascertain average invested capital for the year, averaged 
monthly.—The invested capital for any pre-war or taxable year (or where 
the tax is computed upon the basis of a period less than a year, for such 
period) is the average invested capital for the year or period averaged 
monthly, according to the following rules: 

(a) Add the capital for each of the several months during which no 
change occurs, and the average capital (ascertained as provided in subdi- 
vision (6) of this article) for each month in which a change occurs and 
divide the total by the number of months in the year or period. 

(b) To ascertain the capital for any month in which a change occurs 
multiply the capital as of the first day of the month by the number of days 
it remains constant and the capital after each change by the number of 
days (including the day on which the change occurs) during which it 
remains constant, add the products, and divide the sum by the number of 
days in the month. 

Art. 44. Items not allowed to be included in invested capital—The 
second paragraph of section 207 of the excess profits law specifies certain 
items which may not be included in invested capital, namely: 

(a) Stocks, bonds (other than obligations of the United States), or 
other assets, the income from which is not subject to the excess profits 
tax; and 

(b) Money or other property borrowed. 

The term ‘money or other property borrowed” as used in section 207 
and these regulations includes not only cash or other borrowed property 
which can be identified as such, but current liabilities and temporary 
indebtedness of all kinds, and any permanent indebtedness upon which the 
taxpayer is entitled to an interest deduction in computing net income. A 
corporation which under the income-tax law is allowed to deduct only a 
part of the entire interest paid upon its indebtedness may include in its 
invested capital such a proportion of its permanent indebtedness as the 
amount of interest upon such indebtedness which the corporation is not 
allowed to deduct is of the total amount of interest paid upon such indebt- 
edness during the taxable year. 

Art. 45. When income from tax-free securities consists partly of 
trading profits and partly of interest, dividends, etc-——Whenever income 
consists partly of gains or profits subject to the excess profits tax arising 
from trading in stocks, bonds, etc., the dividends or interest on which are 
not subject to such tax, and partly of such dividends or interest, then 
subject to the limitations as to borrowed money, there shall be 
included in the invested capital an amount which bears the same ratio to 
the total amount invested in such stocks or bonds as the amount of such 
gains or profits bears to the total amount of such income. 

Art. 46. Treatment of stock of foreign corporations when held by 
domestic corporations or partnerships or by citizens or residents of the 
United States—In the case of domestic corporations or partnerships and 
of citizens or residents of the United States holding stock in a foreign 
corporation part of whose net income is subject to the income tax, there 
shall be included in invested capital such proportion of the value of the 
stock in such foreign corporation as the net_income of such foreign 
corporation from sources outside the United States is of its entire net 
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Art. 47. Construction of terms “tangible property” and “intangible 
property.”—The term “other intangible property” as used in section 207 
will be construed to mean property of a character similar to goodwill, 
trade-marks, and the other specific kinds of property enumerated in the 
same clause. With respect to property not clearly of such a character, 
rulings will be issued as occasion may demand to indicate whether it 
shall be regarded as tangible or intangible. 

The following classes of property, when paid in for stock or shares 
in a corporation or partnership, will be regarded as tangible property so 
paid in. 

(a) Stocks. 

(b) Bonds. 

(c) Bills and accounts receivable. 

(d) Notes and other evidences of indebtedness. 

(e) Leaseholds. 

But when a corporation pays for intangible property by the issuance 
of its own stock or bonds, this will not be regarded as being a payment 
bona fide made in cash or tangible property within the meaning of 
section 207. 

Art. 48. Invested capital of foreign corporations or partnerships or 
nonresident alien individuals—When used with reference to a foreign 
corporation or partnership or a nonresident alien individual, the term 
“invested capital” means that proportion of the entire invested capital as 
defined and limited by these regulations which the net income from sources 
within the United States is of the entire net income. 

Art. 49. Reorganization on or after January 2, 1913. — A trade or 
business carried on by a corporation, partnership, or individual, which 
has been formally organized or reorganized on or after January 2, 1913, 
but which is substantially a continuation of a trade or business carried 
on prior to that date, shall, for the purposes of the excess profits tax, 
be deemed to have been in existence prior to that date and the invested 
capital of its predecessor prior to that date shall be deemed to have been 
its invested capital. This article relates to the pre-war period and does 
not apply to the invested capital for the taxable year. 

Art. 50. Reorganization after March 3, 1917.—In case of the reorgan- 
ization, consolidation, or change of ownership of a trade or business after 
March 3, 1917, if an interest or control in such trade or business of 50 
per cent. or more remains in control of the same persons, corporations, 
associations, partnerships, or any of them, then in ascertaining the invested 
capital of the trade or business no asset transferred or received from the 
prior trade or business shall be allowed a greater value than would have 
been allowed under these regulations in computing the invested capital of 
such prior trade or business if such asset had not been so transferred or 
received, unless such asset was paid for specifically as such, in cash or 
tangible property, and then not to exceed the actual cash or actual cash 
value of the tangible property paid therefor at the time of such payment. 

Art. 51. Invested capital for pre-war period.—The invested capital 
for the pre-war period shall, in general, be determined in the same 
manner as for the taxable year, except that the valuation as of January 
1, 1914, shall not apply to tangible property paid in for stock or shares. 

Art. 52. Scope of section 210.—Section 210 provides for exceptional 
cases in which the invested capital can not be satisfactorily determined. 
In such cases the taxpayer may submit to the commissioner of internal 
revenue evidence in support of a claim for assessment under the provisions 
of section 210. (See articles 18 and 24.) Such exceptional cases may 
consist, among others, of the following: 

(1) Where, through defective accounting or the lack of adequate data, 
it is impossible accurately to compute invested capital. 
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(2) Where upon application by a foreign taxpayer the secretary of 
the treasury finds that the expense of securing the data necessary for the 
computation of the invested capital would be unreasonable in view of 
the amount of tax involved, or that it is impracticable to determine either 
the “entire invested capital” or the “entire net income.” 

(3) Long-established business concerns which by reason of ultra- 
conservative accounting or the form and manner of their organization 
would, through the operation of section 207, be placed at a serious 
disadvantage in competing with representative concerns in a like or similar 
trade or business. 

(4) Where the invested capital is seriously disproportionate to the 
taxable income. Such cases may arise through: 

(a) The realization in one year of the earnings of capital unproduc- 
tively invested through a period of years or of the fruits of activities 
antedating the taxable year; or, 

(b) Inability to recognize or properly allow for amortization, obsoles- 
cence, or exceptional depreciation due to the present war, or to the neces- 
sity in connection with the present war of providing plant which will not 
be wanted for the purposes of the trade or business after the termination 
of the war. 


INVESTED CAPITAL—CORPORATIONS AND PARTNERSHIPS 


Art. 53. Rule for computing invested capital—In computing invested 
capital, every corporation or partnership paying taxes at the graduated 
rates prescribed in section 201 (see art, 16), shall add together its paid 
in capital and its paid in or earned surplus and undivided profits (under 
whatever name the same may be called) as shown by its books at the 
beginning of the taxable year. The total thus obtained shall be adjusted 
for any asset or item which it covers that is not carried on the books at 
the valuation prescribed by law or by these regulations. When necessary, 
adjustment (addition or subtraction) shall be made in respect of the 
following : 


ADJUSTMENTS 


1. Stock or shares issued in the purchase of intangible property prior 
to March 3, 1917, which can not be included in an amount exceeding (a) 
20 per cent. of the par value of the total stock or shares outstanding on 
that date, (b) the actual value of such intangible property at the date 
acquired, or (c) the par value of the stock or shares issued in payment 
therefor, whichever is the lowest. (See arts. 57 and 58.) 

2. Stock or shares issued for a mixed aggregate of tangible property, 
patents and copyrights, and goodwill or other intangible property. (See 
art. 59.) 

3. Stock or shares issued for patents and copyrights, valued at (a) 
their actual cash value at the time of payment, or (b) the par value of the 
stock or shares issued therefor, whichever is lower. (See art. 56.) 

4. Stock or shares issued for tangible property prior to January 1, 1914, 
valued at (a) the actual cash value of such property on January 1, 1914, 
or (6) the par value of the stock, whichever is lower. (See art. 55.) 

5. Stock originally issued for property and subsequently returned to 
the corporation as a gift, etc. (See art. 54.) 

6. Add any proportion of its permanent indebtedness which may be 
included under article 44. 

7. Add value of tangible property paid in for stock or shares in excess 
of the par value of such shares, when authorized by article 63. 

8. Add amounts expended in the past for (a) the acquisition of tangible 
property or (b) specifically for goodwill and other similar intangible 
property, when authorized by article 64. 
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9. For the valuation of assets acquired in reorganizations, etc., (a) 
effected after March 3, 1917, see article 50; (b) as to the pre-war period, 
see articles 49 and 51. 

10. Deduct amounts representing appreciation excluded by articles 42. 

11. Make any additional deductions required by reason of insufficient 
allowances in the accounts of the taxpayer for depletion, depreciation, and 
obsolescence. (See art. 42.) 

Whenever any corrections are made in respect of the capital stock and 
surplus, corresponding corrections must be made in the respective assets 
item in the balance-sheet of the taxpayer. 

After making any adjustments required under paragraphs 1 to 11 
above, the adjusted total of the capital and surplus account will represent 
the invested capital at the beginning of the taxable year, except that in 
any case where the admissible assets (and these include all assets when 
valued in accordance with these regulations, except stocks, bonds—other 
than obligations of the United States—the income of which is not subject 
to excess-profits tax) are less than the amount of such adjusted total, 
then the invested capital must be further reduced to an amount equal to 
the sum of the admissible assets. Tax-free securities and stock in foreign 
corporations may be included as admissible assets to the extent authorized 
in articles 45 and 46. 

If there has been any change made during the taxable year in the 
amount of the invested capital, the monthly average shall be taken (see 
art. 43), but in no case may the invested capital include any surplus or 
undivided profits earned during the taxable year. 

With respect to the taxable year 1917, every such corporation and 
partnership will be required to submit a balance-sheet as at the first day 
of the taxable year and also a balance-sheet as at the close of the taxable 
year. Thereafter every such corporation and partnership will be required 
to submit a balance-sheet as at the close of each taxable year. Balance- 
sheets should be made in accordance with the books of the taxpayer and 
changes in respect of any items therein made pursuant to these regulations 
should be explained in a separate statement attached to the balance-sheet 
to which it relates. 

Art. 54. Stock returned to corporation—For the purpose of computing 
invested capital, in cases where the stock of a corporation is issued or 
exchanged for property (tangible or intangible), the following rule will 
apply: 

When any of such stock is returned to the corporation as a gift or for 
a consideration substantially less than its par value, the stock so returned 
shall not be treated as a part of the stock issued or exchanged for such 
property. The proceeds derived in cash or its equivalent from the resale 
of the stock so returned shall, however, be included in the invested capital 
if retained and employed in the business. 

Art. 55. Valuation of tangible property paid in for stock or shares.— 
Tangible property paid in for stock or shares prior to January 1, 1914, 
must be valued at either (a) the actual cash value of such property on 
January 1, 1914, or (b) the par value of the stock or shares specifically 
issued therefor, whichever is lower. This is one of the few cases in which 
the law permits allowance to be made for appreciation, and here no appre- 
ciation can be recognized unless the original stock or shares were spectfic- 
ally issued in exchange for such tangible property. 

Tangible property paid in for stock or shares on or after January 1, 
1914, will be taken at the actual cash value of such property at the time 
of payment, irrespective of the par value of the stock or shares. 

Art. 56. Patents and copyrights—Patents and copyrights paid in for 
stock or shares must be valued at either (a) the actual cash value at the 
time of payment or (b) the par value of the stock or shares issued 
therefor, whichever is lower. 
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Art. 57. Valuation of intangible property—If goodwill, trade-marks, 
trade brands, franchises of a corporation or partnership, or other intan- 
gible property has been purchased with stock or shares issued prior to 
March 3, 1917, the amount that may be included in invested capital must 
not exceed (a) 20 per cent. of the par value of the total stock or shares 
outstanding on that date, nor (b) the actual value of the asset at the date 
acquired, nor (c) the par value of the stock issued in payment for the 
asset. 

Art. 58. Application of 20 per cent. limitation upon intangible property. 
—The 20 per cent. limitation upon intangible property purchased prior to 
March 3, 1917, for or with stock or shares of the corporation or partner- 
ship, applies not to each item or class of intangible property separately, 
but to the aggregate amount of all such property so purchased. Such 
intangible property may be included in the invested capital only up to an 
amount not exceeding 20 per cent. of the total stock or shares of the cor- 
poration or partnership on March 3, 1917, even though the aggregate 
amount of such intangible property be greater in value than such 20 per 
cent. of the par value of the total stock or shares. 

Intangible property bona fide purchased prior to March 3, 1917, with 
stock having no par value may be included in invested capital at a value 
not exceeding the actual cash value of such intangible property at the 
time of the purchase and in an amount not exceeding 20 per cent. of the 
total shares of stock outstanding on March 3, 1917, measured by their 
value as at the date or dates of issue. 

Art. 59. Rules to govern cases where shares or securities are issued 
for mixed aggregate of tangible and intangible property—Where stock or 
shares (or stock or shares and bonds or other obligations) have, prior to 
March 3, 1917, been issued for a mixed aggregate of 

(a) Tangible property, 

(b) Patents and copyrights, and 

(c) Goodwill or other intangible property. 
the following rules will govern: 

(1) In the absence of satisfactory evidence to the contrary, it will be 
presumed in the case of a corporation, that its stock was issued for the 
following purposes in the order named: 

(a) Goodwill or other intangible property. 

(b) Patents and copyrights, and 

(c) Tangible property. 

(2) Upon the production by the taxpayer of evidence satisfactory to 
the commissioner of internal revenue as to the actual values at the date 
of acquisition of (a) the tangible property and (b) the patents and copy- 
rights, the sum of these two items may be applied against the total par 
value of the securities issued and the remainder will then be deemed to 
represent the par value of the securities issued for the goodwill or other 
intangible property. 

(3) Cases where mixed aggregates of tangible and intangible property 
have been paid in for stock and bonds shall, if the secretary of the treas- 
ury is unable to determine satisfactorily the respective values of the 
several classes of property at the time of payment, be treated as coming 
under articles 18 and 24 and the tax shall be assessed accordingly. 

Art. 60. Valuation of intangible assets purchased.—Goodwill and other 
similar intangible assets purchased with cash or tangible property must be 
taken at a value not in excess of the cash or actual cash value of the 
tangible property specifically paid therefor. 

Art. 61. Surplus or undivided profits earned during any year excluded 
in computing invested capital for such year—Profits earned during any 
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taxable year or pre-war year shall not be included in the computation of 
the invested capital for such year, even though set up as “surplus” upon 
the books or distributed in the form of stock dividends. 

Art. 62. Scope of phrase “surplus and undivided profits.”"—Clause (3) 
of subdivision (a) of section 207 authorizes the inclusion in invested 
capital of earned surplus and undivided profits used or employed in the 
business. Inasmuch as section 201 provides that all the income of a cor- 
poration or partnership shall be deemed to be received from its trade 
or business, all the surplus and undivided profits of a corporation or part- 
nership (exclusive of undivided profits earned during the year), from 
whatever source derived, will, unless invested in stocks, bonds (other than 
obligations of the United States), or other assets, the income from which 
is not subject to the excess profits tax, be deemed to be used or employed 
in the business and may be included in the invested capital. 

Art. 63. When tangible property may be included in surplus.—Where 
it can be shown by evidence satisfactory to the commissioner of internal 
revenue that tangible property has been conveyed to a corporation or 
partnership by gift or at a value, accurately ascertainable or definitely 
known as at the date of conveyance, clearly and substantially in excess ot 
the cash or the par value of the stock or shares paid therefor, then the 
amount of the excess shall be deemed to be paid in surplus. The adopted 
value shall not cover mineral deposits or other properties discovered or 
developed after the date of conveyance, but shall be confined to the value 
accurately ascertainable or definitely known at that time. 

Evidence tending to support a claim for a paid-in surplus under these 
circumstances must be as of the date of conveyance, and may consist, 
among other things, of (1) an appraisal of the property by disinterested 
authorities, (2) the assessed value in the case of real estate, and (3) the 
market price in excess of the par value of the stock or shares. 

Art. 64. Reconstruction of surplus and undivided profits accounts.— 
Where through failure to provide for depletion, depreciation, obsolescence, 
or other expenses or losses, or where for any other cause or reason the 
books of account of the taxpayer do not show the true paid-in or earned 
surplus and undivided profits, in the computation of invested capital, such 
adjustments shall be made as are necessary to arrive at a statement of 
the correct amount. 

Where a taxpayer claims additions to the capital account, the books 
of account will be presumed to show the true facts and the burden of 
proof will rest upon the taxpayer. Such additions wiil be accepted only 
to the extent and under the conditions stated below: 

(1) Amounts which have been expended in the past for the acqui- 
sition of plant, equipment, tools, patterns, furniture, fixtures, or like tan- 
gible property, having a useful life extending substantially beyond the 
year in which the expenditure was made, and which have been charged 
as current expense, may (less proper reduction for depreciation or obso- 
lescence) be added to the surplus account in computing invested capital 
when such assets are still owned and in active use by the taxpayer during 
the taxable year. Special tools, patterns and similar assets shall not be 
assigned any value if their cost has been recovered through having been 
included in the price of goods. If their cost has not been so recovered and 
they are held for only occasional use, they shall not be assigned a value 
in excess of the fair value based upon the earnings actually arising from 
their current use. Assets of this kind not in current use shall not be 
valued at more than their nominal or scrap value. 

(2) Amounts expended in the past for goodwill, trade-marks, trade 
brands, franchises, and other intangible assets of a like character, are 
controlled by the language of the statute which provides that such assets 
“shall be included in invested capital if the corporation or partnership 
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made payment bona fide therefor specifically as such in cash or tangible 
property.” The commissioner of internal revenue will recognize additions 
to invested capital on account of intangible assets only if such assets have 
been explicitly paid for in the manner prescribed by the statute. Where 
expenditures have been made for the general development of intangible 
assets, and charged as current expense, no readjustment thereof will be 
allowed. 

(3) Amounts under (1) and (2) above, expended on or after March 1, 
1913, will, in the case of a corporation, be limited strictly to items which 
have not been deducted in computing taxable income upon its income tax 
return. Whenever a corporation has claimed and the department has 
allowed a deduction in respect to its income tax, the item upon which the 
deduction is based shall not be restored to the surplus account nor included 
in the invested capital. 

(4) The taxpayer shall in his return to the commissioner of internal 
revenue make a statement of the proposed additions, specifying the kinds 
and amounts of property involved, the years in which the expenditures 
were made, and the method followed in distinguishing between capital 
outlays and current expenses. 

(5) The taxpayer shall also show that adequate provision has been 
made for the depletion, depreciation, or obsolescence of such of the assets 
so acquired as are, under the rulings of the department, subject to recog- 
nized depreciation. 

Art. 65. Invested capital of insurance companies.—(a) The invested 
capital of a mutual insurance company will be deemed to consist of the 
sum of (1) any surplus or contingent reserves maintained for the general 
use of the business, plus (2) any legal reserves the net additions to which 
are included in the net income subject to the tax—subject to the restric- 
tive provisions of article 44 requiring the exclusion of tax-free assets 
other than obligations of the United States. 

(b) The invested capital of a stock insurance company will be deemed 
to consist of its capital stock, paid in or earned surplus and undivided 
profits (subject to the same restrictive provision of art. 44), computed in 
accordance with the provisions of art. 53. 

INVESTED CAPITAL—INDIVIDUALS 

Art. 66. Items included in invested capital—Subject to the limitations 
stated in these regulations the invested capital of an individual is measured 
by the total of three items: 

(1) Actual cash paid into the trade or business, 

(2) Tangible property paid into the trade or business. 

(3) Patents and copyrights, and goodwill, trade-marks, trade-brands, 
franchises, and other intangible property. (See art. 68.) 

Art. 67. Valuation of tangible property—Subject to the requirements 
of article 42 as to allowance for depletion, depreciation, and obsolescence, 
valuation of tangible property will be as follows: 

In the case of tangible property purchased with cash, the valuation will 
be based upon the cost (estimated if not known) in cash at the time 
purchased. 

In the case of tangible property paid in as such prior to January 1, 
1914, the valuation will be based upon its actual cash value of that date. 
Adequate evidence of such value must be furnished by the taxpayer. 

In the case of tangible property paid in on or after January 1, 1914, the 
valuation will be based upon its actual cash value at the time of payment. 

It will be presumed that the tangible assets employed in the trade or 
business have been acquired with cash which has been either paid in 
directly or derived from earnings of the trade or business: but the tax- 
payer will be entitled to show that such assets were paid in as tangible 
property. 
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Art. 68. Valuation of intangible property—Patents and copyrights, 
and goodwill, trade-marks, trade-brands, franchises, and other similar 
intangible assets may be included in invested capital at a value not to 
exceed the actual cash paid therefor or the actual cash value at the time 
of payment of the tangible property paid therefor, but only if bona fide 
payment was made therefor specifically as such in cash or tangible 
property. 

Art. 69. Profits earned during taxable year may be included.—The 
restriction in respect of undivided profits earned during the taxable year 
which is imposed upon corporations and partnerships does not apply to 
individuals, and therefore, unless otherwise shown, the profits of the tax- 
able year remaining in the trade or business will be deemed to have arisen 
ratably throughout the year, and the capital at the beginning of the year 
may be increased by the total amount of such profits remaining in the 
trade or business averaged monthly over the year. 

Art. 70. Rule for computing invested capital—Where an individual 
keeps books of account his invested capital will be found in his capital 
account (under whatever name it may be called) after making therein 
any adjustments or corrections required by these regulations, provided 
that the assets other than those not allowed to be included equal or 
exceed the amount of such capital account. Otherwise the invested capital 
shall be the amount of such assets. 

Where an individual does not keep books of account he should pre- 
pare and preserve a statement as at the beginning of the taxable year 
and as at the end of the taxable year, showing in full all his assets valued 
in accordance with these regulations, and all liabilities. The excess 
of such assets over such liabilities at the beginning of the vear and again 
at the end of the year will constitute the invested capital of the indi- 
vidual on those dates, respectively, provided, that in each case the assets 
other than those not allowed to be included equal or exceed the amount 
of such excess. Otherwise the invested capital shall be the amount of 
such assets. The amount of the difference between the capital thus shown 
as at the beginning of the year and at the end of the year will, in the 
absence of evidence to the contrary, be deemed to have arisen ratably 
throughout the year, and the capital at the beginning of the year will be 
increased or decreased, as the case may be, by such amount averaged 
monthly over the year. 

If an individual is engaged in more than one trade or business having 
invested capital, then his invested capital for the purposes of computing 
the deduction and applying the rates of taxation will be determined by 
taking the total invested capital of all such trades or businesses. 

The terms “assets” and “liabilities” as used in this article relate only 
to the assets or liabilities of the trade or business. 


NoMINAL CAPITAL 


Art. 71. Application of section 209.—Section 209 (see art. 15) applies 
primarily to occupations, professions, trades, and businesses engaged 
principally in rendering personal service in which the employment of 
capital is not necessary and the earnings of which are to be ascribed 
primarily to the activities of the owners. 

In determining whether a trade or business is taxable under article 15 
no weight will be given to the fact that it is carried on by means of 
personal service unless the principal owners are regularly engaged in the 
active conduct of the trade or business. 

Art. 72. Application of section 209 not to be affected by mere size 
of capital, form of organization, etc—Business concerns which render 
professional or personal service and are of the class normally taxable 
under article 15 shall not be taken out of that class merely because of the 
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size of the capital if the employment of such capital is necessitated by 
delay and irregularity in the receipt of fees, etc., or if such capital is 
wholly or mainly used as a fund from which to advance salaries, wages, 
etc., or to provide office furniture, accommodations, and equipment, nor 
because of the form of organization, whether corporation or partnership, 
nor in the case of a partnership because of the number of partners. 

Art. 73. Agents and brokers—Agents and brokers requiring and using 
no capital or merely a nominal capital in their business are taxable under 
article 15, but commission houses regularly employing a substantial amount 
of capital, whether to lend to principals or to carry goods on their own 
account, are not deemed to be agents or brokers and are taxable under 
the provisions of article 16. 

Art. 74. Meaning of “nominal capital”; businesses which will not be 
deemed to have nominal capital—The term “nominal capital” as used in 
section 209 means in general a small or negligible capital whose use in 
a particular trade or business is incidental. The following will not be 
construed as businesses having a nominal capital for purposes of excess 
profits tax. 

(a) A business which because of conditions arising from the war or 
exceptional opportunities for profits earns a disproportionately high rate 
of profit during the taxable year, if it belongs to a class which necessarily 
and customarily requires capital for its operation. In the determination 
of doubtful cases stress will be laid upon the normal relation of net 
income to capital during pre-war years; 

(b) Corporations which, although their capitalization is nominal, 
employ a substantial amount of capital in their business. : 

(c) A business having a substantial capital, but whose invested capita 
within the meaning of section 207 is reduced to a nominal amount by the 
operation of the restrictive clauses of that section, e. g., where the capital, 
consisting originally of a small amount of cash paid in, has since appre- 
ciated in value, or where the capital is largely covered by indebtedness or 
consists principally of tax-free securities or of intangible assets built up 
or developed by expenditures which have been regularly deducted as items 
of current expense. 


RETURNS 


Art. 75. When a return of information as to the invested capital and 
net income for the pre-war period will not be required.—For the purposes 
of the excess profits tax, a return of information with respect to the 
invested capita! and net income for the pre-war period will not be required 
of a corporation, partnership, or individual in the following cases: 

(1) If the taxpayer accepts the minimum percentage, viz., 7 per cent., 
” the percentage to be used in computing the deduction under article 

; or 

(2) If the trade or business is taxable only at the 8 per cent. rate 
under article 15. 

The article must not be construed as not requiring a return of infor- 
mation as to all facts which may be necessary for the ascertainment of 
the capital and income for the taxable year whenever such a return is 
required by the commissioner of internal revenue. 

Art. 76. A married woman may make separate return—A married 
woman who is a sole trader or is entitled to any taxable income to her 
sole and separate use may, for the purposes of the excess profits tax, 
make a separate return in the same manner as any other individual. 

Art. 77. When affiliated corporations must furnish information as to 
intercorporate relations—For the purpose of the excess profits tax every 
corporation will describe in its return all its intercorporate relationships 
with other corporations with which it is affiliated, and will furnish such 
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information in relation thereto as will enable the commissioner of internal 
revenue to compute the amount of the tax properly due from each cor- 
poration on the basis of an equitable and lawful accounting. 

For the purpose of this regulation two or more corporations will be 
deemed to be affiliated (1) when one such corporation owns directly or 
controls through closely affiliated interests or by a nominee or nominees, 
all or substantially all of the stock of the other or others, or when sub- 
stantially all of the stock of two or more corporations is owned by the 
same individual or partnership, and both or all of such corporations are 
engaged in the same or a closely related business; or (2) when one such 
corporation (a) buys from or sells to another products or services at 
prices above or below the current market, thus effecting an artificial distri- 
bution of profits, or (b) in any way so arranges its financial relationships 
with another corporation as to assign to it a disproportionate share of net 
income or invested capital. 

Art. 78. When affiliated corporations may be required to make con- 
solidated return—Whenever necessary to more equitably determine the 
invested capital or taxable income, the commissioner of internal revenue 
may require corporations classed as affiliated under article 77 to furnish 
a consolidated return of net income and invested capital. Where such 
consolidated return is required it may be made by any one or more of 
such corporations or by all of them acting jointly; but if such affiliated 
corporations, when requested to file such consolidated return, neglect or 
refuse to do so, the commissioner of internal revenue may cause an exam- 
ination of the books of all such corporations to be made and a consoli- 
dated statement to be made from such examination. In cases where con- 
solidated returns are accepted, the total tax will be computed in the first 
instance as a unit upon the basi. of the consolidated.return and will be 
assessed upon the respective affiliated corporations in such proportions as 
may be agreed among them. If no such agreement is made the tax will 
be assessed upon each such corporation in accordance with the net income 
and invested capital properly assignable to it. 

ASSESSMENT AND COLLECTION 


Art. 79. Assessment and collection governed by income tax regula- 
tions.—All excess profits taxes to which any taxpayer is subject shall be 
assessed and collected at the same times and in the same manner as pro- 
vided with respect to income taxes in the income tax regulations in so 
far as the same are applicable. 





Minnesota State Board of Accountancy 

The governor of Minnesota has reappointed Julius J. Anderson a 
member of the Minnesota state board of accountancy for a three year 
term. 

At the last meeting of the board certificates were authorized for the 
following, who passed the examinations in December: Arch A. Imus, 
Minneapolis; John Kelly Raglan, Minneapolis; Herman G. Brissman, 
St. Paul. 





Iowa State Board of Accountancy 
A. H. Hammarstrom, of Clinton, Iowa, has been appointed a member 
of the state board of accountancy to succeed Major E. C. Worthington, 
whose commission expired December 31, 1917. The board at a recent 
meeting organized as follows: E. G. Prouty, Davenport, chairman; A. H. 
Hammarstrom, Clinton, secretary-treasurer; P. L. Billings, Waterloo. 
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CONSOLIDATED STATEMENTS 


COMPETITION AND MoNovwoLy 


It has long been a tenet of political economists that competition among 
concerns in the same line of business would be the ideal condition, since 
no one concern could unduly raise prices, when there were others which 
were willing and anxious to furnish the same goods at a reasonable figure. 
Theoretically, this would be an admirable argument, provided it were 
necessary only to protect the buying public from an unwarranted advance 
in prices. 

Experience has shown that there is another side to the question. When 
production in a certain line is in excess of the demand for the goods, 
some one or more concerns will find themselves unable to dispose of their 
product at normal prices and will be forced to offer their goods at a 
reduced figure, which will thus establish a price for the entire output of 
all the concerns making that class of goods. The result is that none of 
them will make a reasonable profit, even if they escape actual loss. Those 
that are financially strong or whose operating conditions are so favorable 
that they can conduct their business at less cost than the others can sur- 
vive these unfavorable conditions until the failure of enough weaker con- 
cerns has taken place to reduce the normal output below the demand. The 
survivors can then put prices back to a reasonable figure, but they are 
seldom content to do this, since they are naturally anxious to recoup the 
losses they have made in meeting the reduced prices and, therefore, 
advance prices to an unreasonable amount, thus inviting new competition 
and a repetition of the process of getting rid of it. This has resulted in 
alternate periods of depression and prosperity and a complete uncertainty 
as to the future of the business. 

To provide against these conditions an attempt was made to regulate 
competition by agreements between the competitors, either to maintain 
prices or to divide territory. Unfortunately, this idea was carried so far 
as to result in an unreasonable increase in prices, and the Sherman law 
was enacted to prevent these “combinations in restraint of trade.” That 
law is founded on the economic idea of the value of competition in the 
regulation of prices and of the necessity for preventing monopoly, that is, 
the unlimited control of all the business of a certain kind. The theory is 
that the entire control of such a business will give the monopoly the 
power to exact any prices that it sees fit to establish. The fact seems to 
be overlooked that if the monopoly does this, it at once invites competi- 
tion, unless it has entire control of all the sources from which its raw 
material is derived or unless it is a natural monopoly. 
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Other expedients adopted to get rid of competition were the merging 
of rival concerns into one large company or the formation of a company 
which would buy and hold the stock of the rival companies, thus con- 
trolling their actions. Although some examples of both of these expedi- 
ents have been decided by the supreme court to be in violation of the 
Sherman law, and in spite of the uncertainty that exists as to others, it 
is probable that mergers and holding companies will continue to be 
formed, and it is therefore necessary that the accountant should under- 
stand the method of their formation and the statements usually prepared 
by them. 


NATURAL MONOPOLIES 


There are certain kinds of business that can be carried on to the best 
advantage by monopolies only. They are comprised in the class known 
as public service corporations, those that serve the entire public, such as 
steam and electric railroads, telephone companies, gas and electric light 
companies and waterworks. As their business is limited to a certain terri- 
tory and a certain class of service, it has been found impracticable to have 
more than one company perform the service for a given territory. If two 
attempt to do it, the result is usually ruinous competition for a time, 
during which the public enjoys abnormally low prices. This is followed by 
a merger or consolidation between the rivals and a putting up of the prices 
or a reduction in the quality of the service in an effort to get back the 
money lost during the competitive period. As these public service cor- 
porations operate by virtue of a franchise granted by some governing 
body, that body has the power to prevent disastrous competition by refus- 
ing to grant a franchise to more than one corporation for the same service, 
and at the same time has the power to prevent a grasping selfishness on 
the part of the single corporation, by retaining the right to supervise 
prices and quality of service. 


ADVANTAGES OF CONSOLIDATION 


The advantages to be gained by consolidation are the saving of selling 
and administrative expense by doing away with the multiplication of high- 
priced general officers and of competing traveling salesmen in common 
territory; the elimination of ruinous competition and the consequent cut- 
ting of prices; the possibility of specialization, so that each factory can 
confine itself to the line of product which it can make best or most econom- 
ically, and, incidentally, the release of working capital, since the combina- 
tion can carry a sufficiently large stock of finished goods of the regulation 
stock patterns and sizes, which will yet be much smaller than the stock 
previously carried by all the underlying companies together. For instance, 
a typefounder has to carry not only a full supply of all the different sizes 
of an almost infinite variety of type, but he also has to have the molds 
from which they are made. If six typefounders combine, each one can 
specialize on certain styles for which he alone will have the molds and 
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the reserve stock of finished type. Each of them can carry a small stock 
of all the type, knowing that he can, at any time, replenish his stock of 
any variety from the one who makes it. 

An economic advantage, which has nothing to do with the operating 
accounts, except as it affects the quantity of stock made up for future 
demands, is that the combination has a broader view of the field and is 
better fitted to judge of the probable demand than the individual com- 
panies in their limited fields could possibly be. That is, if there are ten 
companies producing the same article, and one purchaser for ten thousand 
dollars of that article, who asks each of the ten companies for prices, 
there is an apparent demand for one hundred thousand dollars worth of 
the article. If the ten-companies are merged into one, the true condition 
will be known, since there will be only one request for quotations on one 
lot of ten thousand dollars. 


Ho.tpinc CoMPANIES 


A merger is the complete amalgamation of the underlying companies 
into an entirely new company, which takes over all the assets and assumes 
all the liabilities of the old companies, which then cease to do any further 
business. Sometimes, however, the old companies retain their corporate 
existence, and only their stock, or a preponderating portion of it, is bought 
by the new company, which is then known as a holding company. As the 
holding company completely controls the others, known as underlying or 
subsidiary companies, it can dictate the policy to be pursued, since it can 
elect whatever directors and officers it chooses. Such an arrangement is 
not a merger. It can be carried out only when the charter of the holding 
company is obtained from a state allowing one company to hold the stock 
of another. The income of a holding company would naturally consist 
of the dividends paid by the underlying companies, but this will not give 
a proper idea of its earnings, unless the dividends of the underlying com- 
panies are always practically the same as the actual earnings of the com- 
panies. 

If the dividends are less than the actual .earnings of the underlying 
companies, there will be an addition to the surplus, and therefore to the 
net worth of these companies, which will not find expression on the books 
of the holding company, unless the holding company adjusts the carrying 
value of the stocks of the underlying companies to make it equal to the 
book value of those stocks. 

If the dividends of any of the underlying companies are greater than 
their actual earnings, the excess must have come out of surplus, reducing 
the net worth and the carrying value to the holding company, which must 
be adjusted to correspond. If no dividend is paid, or if an actual loss is 
made by one or more of the underlying companies, similar adjustments 
must be made in the carrying value of their stocks on the books of the 
holding company. These adjustments may be made by writing down the 
asset accounts representing the investments in the stocks in the one case, 
and by setting up a credit account of “unrealized profits” in the other case, 
so as to avoid writing into the accounts profits that are not realized. 
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If the holding company makes a report to its stockholders showing only 
that its income is derived from certain dividends received from under- 
lying companies, no information is given to the stockholders as to the 
course of the business and the reasons for the profits or losses. This 
information may be afforded by giving the detailed revenue accounts of 
each of the subsidiary companies. This would require more study than 
the ordinary stockholder would be able or willing to devote to it. 


CoNSOLIDATED ProFit AND Loss AccouUNT 


In order to present the operations and results of the whole business in 
a compact and intelligible form, the holding company adopts the expedient 
of the consolidated profit and loss account. In this account, the dividends 
paid by the subsidiary companies are ignored, and the earnings and ex- 
penses of the several companies are combined and stated as though all 
the operations were those of a single company. 

In the consolidated profit and loss account all the gross earnings of 
all the combined companies will appear. If the processes carried on by 
the different companies are cumulative—that is, if one of the companies 
turns over its finished product to be used as raw material by another— 
the gross operating figures of the first will re-appear in the cost of the 
raw material of the second, and there will be an apparent duplication 
of the gross amounts of raw material used. In the consolidated state- 
ment, this duplication would be avoided, as only original raw material 
would enter into it, as bought from outsiders by each company. The 
manufacturing cost would be found by adding to this raw material the 
total of all the labor and other manufacturing expense incurred in all the 
companies. The selling or trading statement would be made up in the 
same way, the sales considered being only those to outsiders, the nominal 
sales or transfers from one company to another being eliminated. The 
administrative statement would likewise be a combination of all the items 
of the companies, a separate statement being made of those appertaining 
solely to the holding company, if desired. The only dividends to be taken 
into consideration would be those of the holding company itself. 

However, William M. Lybrand, C. P. A., who is recognized as high 
authority, said in a paper read before the American Association of Public 
Accountants in 1908: 

“In the consolidated profit and loss account transfer of profits from 
subsidiary companies to the holding company through the medium of 
dividends will be ignored, and the earnings, expenses and charges of the 
several companies will be combined and stated as though the corporation 
were one enterprise. 

“In the consolidated statement, therefore, will appear the entire gross 
earnings of the group of affiliated companies. Such gross earnings will 
represent cumulatively the operations of the several underlying companies, 
i. e., merchandise transformed into a marketable condition by one com- 
pany and transferred to a second company for further manipulation and 
sale in a different form would appear in the gross earnings of each com- 
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pany and them aggregate in the consolidated profit and loss account. 
While on the surface it would seem that there is a duplication of gross 
earnings under this method, it is probably the only practical way in which 
to state them where there is a large number of companies with very many 
manufacturing processes.” 


CONSOLIDATED BALANCE-SHEET 


In the ordinary balance-sheet of a holding company the stocks of the 
subsidiary companies would appear among the assets, at whatever value 
was placed upon them—presumably that which would represent their net 
worth, that is, the capital and surplus of each one. If there is no other 
connection between them than the ownership of the stock of the sub- 
sidiary companies by the holding company, a fair idea of the condition of 
the whole combination may be obtained by examining the balance-sheets 
of the underlying companies. The situation is sometimes complicated by 
transactions between the subsidiary companies and the holding company 
and between the subsidiary companies themselves. The holding company 
may have advanced money to one or more of the subsidiary companies, 
either as temporary loans or by buying their bonds. These advances will 
appear as assets of the holding company and as liabilities of the subsidiary 
companies. Regarding the combination as a whole, these advances would 
be neither assets nor liabilities. The same would be true, if one of the 
subsidiary companies happened to have more money than it needed and 
had deposited it with the holding company. 

To avoid these duplications and to present the condition of the com- 
bination as a whole is the object of the consolidated balance-sheet. This 
is prepared by adding together the similar items in the balance-sheets of 
all the subsidiary companies to obtain a statement of the assets and lia- 
bilities of the holding company, which represents the entire combination. 
In doing this, all inter-company assets and liabilities are canceled or 
offset against each other. The result is that the statement, or consoli- 
dated balance-sheet contains only actual property and debts due from or 
to outsiders. 


ANALOGY OF BRANCH ACCOUNTS 


As a means of explaining the cancellations and offsets mentioned in 
the preceding paragraph, two balance-sheets will be consolidated: first, 
assuming that the balance-sheets represent the condition of a corporation 
and a branch thereof; second, assuming that the balance-sheets represent 
the condition of a holding company or parent corporation and its sub- 
sidiary. 

Let us assume that a corporation, A, is engaged in manutacture and 
buys materials which have already passed through certain processes of 
manufacture. In order to assure itself a supply of these finished parts, 
A decides to establish a factory, which it calls X, using a portion of its 
product and selling the remainder to other manufacturers. A fund of 
$100,000 is placed in the hands of a superintendent who has charge of the 
construction of the factory X. The $100,000 is carried on A’s books as 


229 











The Journal of Accountancy 


investment in X. The superintendent constructs a plant, purchases raw 
material and incurs liabilities; and when the factory is ready for opera- 
tion he submits the following balance-sheet to A: 


Factory X 
Balance-sheet—December 31, 1916 


Plant and equipment 80,000 Accounts payable 20,000 
Raw material 30,000 Corporation A 100,000 
Cash 10,000 

120,000 120,000 


At the same date the A corporation draws the following balance-sheet 
from its books: 


CoRPORATION A 
Balance-sheet—December 31, 1916 


Plant and equipment 200,000 Accounts payable 30,000 
Raw materials 20,000 Capital stock 300,000 
Finished goods 40,000 Surplus 70,000 
Accounts Receivable 25,000 { 
Cash 15,000 
Investment in X 100,000 

400,000 400,000 


This balance-sheet does not adequately present the condition of the 
corporation A, because the net assets of the branch factory are represented 
in one amount. The $300,000 of assets at the main factory minus the 
$30,000 accounts payable might, with as much propriety, be shown as 
$270,000 net, and the balance-sheet would appear as follows: 


CorPoRATION A 
Balance-sheet—December 31, 1916 


Net assets A 270,000 Capital stock 300,000 
Net assets X 100,000 Surplus 70,000 
370,000 370,000 


This balance-sheet is only one degree more unsatisfactory than the 
preceding one. To present a clear and comprehensive statement of the 
situation, all assets and liabilities of the corporation must be shown. The 
following balance-sheet shows one method of including detailed assets and 
liabilities which constitute the investment in X: 
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CoRPORATION A 
Balance-sheet—December 31, 1916 


Plant and equipment 200,000 Accounts payable 30,000 
Raw materials 20,000 Capital stock 300,000 
Finished goods 40,000 Surplus 70,000 
Accounts receivable 25,000 
Cash 15,000 


Investment in X: 
Plant and equip- 


ment 80,000 
Raw materials 30,000 
Cash 10,000 


Total assets 120,000 
Less accts. pay. 20,000 


100,000 
400,000 400,000 


From the point of view of the stockholders and the outside world it 
is relatively immaterial whether the assets and liabilities are at the main 
factory or the branch; hence similar assets and liabilities at branch and 
main factory can be combined in the balance-sheet. The following work- 
ing papers show a method of consolidating the accounts appearing in the 
ledger of the main factory with those on the books of the branch. It will 
be noted that two accounts are eliminated: the investment account on A’s 
books and the corporation A account on X’s books. 

These accounts merely indicate that A owns certain assets and owes 
certain liabilities at the branch. When the assets and liabilities them- 
selves are shown, it would be a duplication to include the two representa- 
tive and reciprocal accounts. 


CONSOLIDATED WoRKING PAPERS 


Balance- 

Assets Company A Branch X_ Eliminations sheet 
Plant and equipment 200,000 80,000 280,000 
Raw materials 20,000 30,000 50,000 
Finished goods 40,000 40,000 
Accounts receivable 25,000 25,000 
Cash 15,000 10,000 25,000 


Investment in X 100,000 100,000 





400,000 120,000 100,000 420,000 
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Liabilities 
Accounts payable 30,000 20,000 50,000 
Capital stock 300,000 300,000 
Surplus 70,000 70,000 
Corporation A 100,000 100,000 





400,000 120,000 100,000 420,000 











The balance-sheet prepared from this statement would be: 


CoRPORATION A 
Balance-sheet—December 31, 1916 


Assets Liabilities 
Plant and equipment 280,000 Accounts payable 50,000 
Raw materials 50,000 Capital stock 300,000 
Finished goods 40,000 Surplus 70,000 
Accounts receivable 25,000 
Cash 25,000 
420,000 420,000 


Let us now assume that the corporation A, instead of merely establish- 
ing a branch factory, decides that it would be desirable to organize a 
separate corporation X. This is done, and A subscribes and pays for the 
entire capital stock of X at par. With the cash realized from the sale of 
its stock, X constructs a factory and purchases raw material. It also 
incurs liabilities. Its balance-sheet, as a separate corporation, would be 
as follows: 


X CorporaTION 
Balance-sheet—December 31, 1916 


Assets Liabilities 
Plant and -equipment 80,000 Accounts payable 20,000 
Raw material 30,000 Capital stock 100,000 
Cash 10,000 
120,000 120,000 


The A corporation would now carry an account “Investment in stock of 
company X, $100,000.” 

The relation of parent company and subsidiary exists; A holds control 
of X through stock ownership; as far as the stockholders of A are con- 
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cerned, the two companies are practically one organization; and a bal- 
ance-sheet of A, showing the X investment account instead of the assets 
and liabilities of X would be as unsatisfactory as the balance-sheet which 
showed the branch investment in one amount. 

The object of a consolidated balance-sheet is to present the condition 
of affiliated companies as one organization, showing only the relations of 
the companies to the outside world. Any accounts showing relations be- 
tween the companies are eliminated, thus: 

A’s account, investment in stock of company X, would be eliminated 
because it represents the net assets of X. To include this repre- 
sentative account as well as X’s assets and liabilities would result 
in overstating the assets of the consolidation, since the effect would 
be to include the net assets of X twice. 

X’s account of capital stock would be eliminated. Capital stock ac- 
counts represent ownership in net assets. Since the investment 
account on A’s books has been eliminated from the assets to prevent 
a duplication and overstatement, the reciprocal account of X capital 
stock must also be eliminated to reduce the ownership accounts to 
the amount of the net assets. 

The effect of consolidating the balance-sheets is to take up in A’s 
balance-sheet the assets and outside liabilities, the net amount of 
which equals A’s investment in X. The X capital stock cannot be 
taken up in the consolidated balance-sheet because it is not an out- 
side liability to be considered in determining the net assets of X. 


The consolidated working papers would be as follows: 

















Consol. 
Inter-co. balance- 
Assets Company A Company X_ eliminations _ sheet 
Plant and equipment 200,000 80,000 280,000 
Raw materials 20,000 30,000 50,000 
Finished goods 40,000 40,000 
Accounts receivable 25,000 25,000 
Cash 15,000 10,000 25,000 
Investment in stock of 
company X 100,000 100,000 

400,000 120,000 100,000 420,000 

Liabilities ti 
Accounts payable 30,000 20,000 50,000 
Capital stock 300,000 100,000 100,000 300,000 
Surplus 70,000 70,000 





400,000 120,000 100,000 420,000 
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ComPANY A AND SussIpIARY X 
Consolidated balance-sheet—December 31, 1916 


Assets Liabilities 
Plant and equipment 280,000 Accounts payable 
Raw materials 50,000 Capital stock 
Finished goods 40,000 Surplus 
Accounts receivable 25,000 
Cash 25,000 
420,000 





50,000 
300,000 
70,000 


420,000 


This balance-sheet shows the assets owned or controlled by A, the lia- 
bilities of the two companies and the capital stock and surplus represent- 
ing the investment of the stockholders in the net assets of the two com- 


panies. 


PROFITS OF PARENT COMPANY AND SUBSIDIARY 


We shall next assume that a year has elapsed since the formation of 
company X; that it has sold some of its product to company A at cost 
(treatment of profit on inter-company sales will be discussed later) and 
some to other parties at a profit; and that the balance-sheets of the 


two companies at the end of the year are as follows: 


Company A 
Balance-sheet—December 31, 1917 


Assets Liabilities 
Plant and equipment 210,000 Accounts payable 
Raw material 45,000 Capital stock 
Finished goods 20,000 Surplus 
Accounts receivable 30,000 
Cash 20,000 


Investment in stock of X 100,000 


425,000 


CoMPANY X 
3alance-sheet—December 31, 1917 


Assets Liabilities 
Plant and equipment 85,000 Accounts payable 
Raw material 25,000 Capital stock 
Finished goods 20,000 Surplus 
Accounts receivable 20,000 
Cash 5,000 
155,000 
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35,000 
300,000 
90,000 


425,000 


40,000 
100,000 
15,000 


155,000 
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These balance-sheets could be consolidated as follows: 
Since A’s account “Investment in stock of X” represents the ownership 
of the net assets of X, A may make a journal entry: 


Investment in stock of X 15,000 
Surplus . 15,000 


To raise the investment account to the book value of the X stock as 
shown by the books of X, and to take up the profit of $15,000 earned 
by the subsidiary. 

This could be done on the theory that if the profit is real enough for 

X to show on its books, it is real enough for the owner, A, to show on 
its books. Posting this entry would affect A’s accounts as follows: 


Before entry Entry After entry 
Investment in stock of X 100,000 15,000 115,000 
Surplus of A 90,000 15,000 105,000 
In the consolidated working papers 
A’s account “Investment in stock of X” 115,000 
is offset against 
X’s capital stock 100,000 
Surplus 15,000 115,000 


This offset and elimination is made because these accounts on the two 
ledgers are reciprocal. The $115,000 investment account, on the books of 
A, is eliminated and in its place there are shown the assets and liabilities 
of X which it represents. 


CONSOLIDATED WORKING PAPERS 


Consol. 

Assets Company Company Inter-co. balance- 

A X eliminations sheet 

Plant and equipment 210,000 85,000 295,000 
Raw material 45,000 25,000 70,000 
Finished goods 20,000 20,000 40,000 
Accounts receivable 30,000 20,000 50,000 
Cash 20,000 5,000 25,000 


Investment in stock of X 115,000 115,000 











440,000 155,000 115,000 480,000 








Liabilities 
Accounts payable 35,000 40,000 75,000 
Capital stock 300,000 100,000 100,000 300,000 
Surplus 105,000 15,000 15,000 105,000 











440,000 155,000 115,000 480,000 
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The balance-sheet, prepared from the figures in the last column, would 
show the assets and liabilities of the consolidation, the capital stock of A, 
which is the only stock held by outsiders, and the surplus of $105,500 
which comprises : 


Surplus of A at beginning of year 70,000 
Profit earned by operations of A 20,000 
“ “ “ “ “ p 4 15,000 
Total 105,000 


A consolidated balance-sheet can be prepared, however, without making 
the journal entry referred to above. A’s investment account would be 
offset by and eliminated with the capital stock account on the books of X. 
But the surplus of the consolidation is $105,000, and since A’s surplus 
account shows only $90,000, X’s surplus account of $15,000 must also be 
included. Without making the adjusting journal entry, we have: 


CoMPANY A AND SUBSIDIARY X 


Consolidated working papers—December 31, 1917 


Consol. 

Assets Company Company Inter-co. balance- 

A x eliminations sheet 

Plant and equipment 210,000 85,000 295,000 
Raw material 45,000 25,000 70,000 
Finished goods 20,000 20,000 40,000 
Accounts receivable 30,000 20,000 50,000 
Cash 20,000 5,000 25,000 


Investment in stock of X 100,000 100,000 





425,000 155,000 100,000 480,000 








Liabilities 
Accounts payable 35,000 40,000 75,000 
Capital stock 300,000 100,000 100,000 300,000 
Surplus 90,000 15,000 105,000 





425,000 155,000 100,000 480,000 








The consolidated balance-sheets would be the same in each case. 
INTER-COMPANY CURRENT ACCOUNTS 


Let us assume that company A lent $10,000 to company X on open 
account. The balance-sheets of the two companies would be affected by 
the loan as follows: 
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Company A: 
Cash would be decreased $10,000; and a new asset due from com- 
pany X would take its place. 


Company X: 
Cash would be increased $10,000; offset by a liability due to com- 
pany A, $10,000. 


But so far as the total realizable assets of the two companies are con- 
cerned, no change is produced by the transaction. The same amount of 
cash will appear in the consolidated balance-sheet now as before, although 
some cash has passed from the possession of one company into the 
possession of the other. The transaction does result, however, in the 
creation of a new inter-company relation; but since the consolidated bal- 
ance-sheet shows only the relations of the consolidation to the outside 
world, this inter-company relation must be eliminated. The elimination is 
shown below: 

Company A AND SussipraRY X 
Consolidated working papers—December 31, 1917 


Consol. 

Company Company _Inter-co. balance- 

Assets A xX eliminations sheet 

Plant and equipment 210,000 85,000 295,000 

Raw material 45,000 25,000 70,000 

Finished goods 20,000 20,000 40,000 

Accounts receivable 30,000 20,000 50,000 

Cash 10,000 15,000 25,000 
Investment in stock of X 100,000 100,000 
Due from company X 10,000 10,000 








425,000 165,000 110,000 480,000 














Liabilities 
Accounts payable 35,000 40,000 75,000 
Capital stock 300,000 100,000 100,000 300,000 
Surplus 90,000 15,000 105,000 
Due to company A 10,000 10,000 








425,000 165,000 110,000 480,000 


——— — 











It will be noted that the figures in the final column will result in the 
same consolidated balance-sheet as before the inter-company loan. 

Any inter-company current accounts or inter-company notes arising 
from sales or loans must be similarly eliminated, the inter-company 
receivables offsetting the inter-company payables, canceling in the inter- 
company elimination column. 

There will be further discussion of this subject in the Students’ 
Department in the April issue. 
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Book Review 


BOOKKEEPING AND ACCOUNTING, by Josepu J. Krern, Ph.D., 
C.P.A. D. Appleton & Co., New York. 


In these days when army officers are turned out in three-month instruc- 
tion camps, whereas West Point requires four years of hard work and 
study to graduate a humble second lieutenant—and we are assured by an 
optimistic high officer of the government that a trained army of half a 
million will be in France in the spring after six months’ training, where 
it used to take two years to make an efficient soldier—it ought not, per- 
haps, to surprise us to read that “a large group of adult students, men 
and women, were taught the essentials of bookkeeping in nine one-hour 
lectures, so that many of them were enabled to take the places of those 
bookkeepers who were called to the defense of the nation.” Nevertheless, 
here is abundant food for thought. If these substitutes have made good 
there can be but one conclusion—accounting educators in the past, with 
their two, three and even four year courses in business schools, have 
plainly been wasting an enormous amount of their students’ time and 
money. However, before we “scrap” all the business schools of the 
country and cut down accounting courses in our universities to two weeks, 
it might be well to await the verdict of the employers of those substitutes. 

We hasten to assure him who may read this review that the above 
remarks are not intended to disparage Dr. Klein’s really valuable contri- 
bution to accounting education. His course is sound and _ practical 
throughout. Beginning with the simplest elements of bookkeeping, he 
takes the student through the intermediate books to the most advanced 
system of accounts in much the same manner as a bookkeeper would be 
trained in a business house if he were so fortunate as to have a superior 
interested enough, not only to tell him what to do, but explain why. Dr. 
Klein plays the part of the friendly superior. He first assumes a transac- 
tion, tells how it is to be recorded, and then explains the underlying 
principles. Such training is valuable. The student who masters the 
course may not be capable of instantly taking charge of a complex system 
of accounting (which is not expected, to be sure), but he will have gained 
a valuable thing—the power of analyzing and correlating. 

But we cannot help feeling that the implications of Dr. Klein’s preface 
are too sweeping. The intensive application and concentration of a group 
of adults bent on rapidly acquiring the theoretical knowledge to enable 
them to do their share in this grave hour is one thing. It is quite another 
to give the average business school student the idea that he can become 
a full-fledged accountant in nine hours. It is just this sort of thing that 
makes business men skeptical of the value of business school education, 
and makes it so difficult for public accountants to secure competent juniors. 
The theory of bookkeeping is quickly learned, but it takes long hours of 
steady drill to make an accurate bookkeeper, and long years of experience 
to make a competent accountant. We speak feelingly whereof we know. 

W. H. L. 
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Correspondence 
Stock Dividends 
Editor, The Journal of Accountancy: 


Sir: A business decision of timely interest relative to stock dividends 
was handed down on February Ist by the appellate division of the New 
York supreme court, lst department, in the Matter of Megrue, reversing 
a decree of the surrogate’s court. 


The facts before the court were briefly as follows: 


John R. Megrue died October 8, 1910, possessed, among other assets, 
of 300 shares of the stock of the Standard Oil Co. of N. J., 100 shares of 
which, he directed in his will, should be held by his son, Enoch G. Megrue, 
in trust for his widow, Minnie Megrue, life beneficiary. 

On September 1, 1911, in accordance with the decision of the United 
States supreme court in the Standard Oil case, the Standard Oil Co. of 
N. J. distributed to its stockholders stock in several subsidiaries, among 
which were the Prairie Oil & Gas Co. and the Ohio Oil Co., the trustee 
receiving his proportionate share. 

In June, 1914, the United States supreme court handed down its decision 
in the so-called “pipe line cases,” to which litigation the Prairie Oil & Gas 
Co. and the Ohio Oil Co. were parties. 

By reason of this decision neither of these companies could longer 
engage in the pipe line business. Each company accordingly resolved that 
that part of its assets which constituted pipe line property be disposed 
of to another company to be organized, and that the stock of such new 
company be distributed pro rata to its own stockholders. 

In conformity with these resolutions the pipe line property of the 
Prairie Oil & Gas Co. was sold to the Prairie Pipe Line Co. for the whole 
of its stock, and the pipe line property of the Ohio Oil Co. was sold to the 
Illinois Pipe Line Co. for the whole of its stock. The stock so received 
of such new companies was distributed among the stockholders of the 
Prairie Oil & Gas Co. and the Ohio Oil Co., the trustee receiving under 
this distribution of stock dividends about 27 shares of the former and 
about 20 shares of the latter company. 

The life beneficiary claimed these 47 shares as income. 

The trustee claimed that they were in no respect income or profits of 
the trust fund to which the life beneficiary might be entitled, but were 
part of the principal of the fund which should be held by him for the 
remainderman. 

An epitome of the decision of the court, written by Judge J. Scott, 
follows: 

.... “When the trust fund was created the Standard Oil Co. of New 
Jersey owned all the capital stock of the Prairie Oil & Gas Co. and the 
Ohio Oil Co., and these constituted a part of the property or capital of 
said Standard Oil Co. The 100 shares of the latter company, which con- 
stituted the trust fund, represented and stood for a proportionate part 
of the capital and property of said Standard Oil Co. and consequently 
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represented an equal proportionate part of the capital of the trust fund. 
When the Standard Oil Co. found it necessary to divest itself of the 
ownership of the subsidiary companies, it withdrew from its capital assets 
the stock of said subsidiary companies, and to this extent depleted its 
capital. The method it adopted for so divesting itself was to distribute 
the stock of the subsidiaries among its own stockholders, thus making 
<ood to them the depletion of its own capital caused by parting with the 
subsidiary shares. The corpus of the trust fund was not changed in any 
way. Before the distribution the shares of the Standard Oil Co. stock 
held by the trustee represented a proportionate part of all the assets of 
that company, including the stock and assets of the subsidiary companies. 
After the distribution, the trust fund held precisely the same interest, 
except that, so far as concerned the subsidiary companies, it held their 
stock directly and not by representation through the stock of the Standard 
Oil Co. To turn over now to the life beneficiary the stocks which have 
taken the place of the stocks of the subsidiary companies, as the decree 
appealed from proposes to do, would amount to handing over to her, as 
income, that which at the time the trust fund was set up constituted a 
part of the principal of that fund.... It is therefore quite immaterial 
that the stock of the subsidiary companies may have been acquired by 
the Standard Oil Co. out of surplus earnings which accrued prior to the 
creation of the trust fund. The controlling fact is that it had been acquired 
before the trust fund was set up and so constituted a part of the capital 
of the trust fund, as represented by the stock of the Standard Oil Co. 
when the trust was actually set up. . . . It follows that the decree appealed 
from should be reversed.” 

It is of interest to compare the above decision with those quoted by 
W. F. Weiss, C.P.A., in his article “Dividends and the New Income Tax 
Law in the November, 1916, issue of THE JouRNAL oF ACCOUNTANCY, and 
with the comment thereon by John T. Kennedy in the January, 1917, issue 
and with the recent decision of the United States supreme court in Towne 
vs. Eisner, quoted in the Income Tax Department of THE JourNnat for 
February, 1918. Yours truly, 

Epwarp H. Mogran, 
Member, American Institute of Accountants. 
New York, February 15, 1918. 





Why Periodicals are Late 


Periodical deliveries are delayed because— 

The postal service has been crippled by withdrawal of 
employees to go to the front, and their places have been filled by 
inexperienced men and women, 

2. There is enormous increase in outgoing and incoming foreign mail. 
Such mail is given the preference over second-class matter. 

3. There has been wholesale cutting down of the number of passenger 
trains with fewer trains for dispatching the mails. The mail service has 
slowed down to an unprecedented degree. 

4. The intensely cold weather has delayed and congested all rail- 
road traffic. 
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